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^The Economics-Political Science (EPS) publication series is part of a project the 
Joint Council oYi Economic Education began in 1973: The undertaking resulted 
from a recognition that teachers needed information on how to deal with complex 
social issues in their classrooms. The J.M. FoundatiSh, which has a strong/ long- 
term corrlmitment, to Improve the quality of education in citizenship, provided 
theJGEE with the initial grant to launch the EPS project. 

•—-The first step wasfto hold a national workshop at which key educators were 
shbwf^hdw to teach more effectively about these issues. Five regional workshops 
followed. Funds for. these phases were provided by the J.M. Foundation, tfie 
Exxorr Company, U.S.A.j^ahdthe^Lilly Endowment, Inc. 

The next step was to develop teaching materials. Continuing grants from the 
J.M. Fdundatiqrj and^he Exxon Company, U.S.A., enabled the JCEE to begin 
preparing resoirrcg guraes on a number of questions that had.important economic 
as well as political aspects. 
This is the sixth and final publication in the EPS series. We believe th^e series 
' to be especially valuable because of its interdisciplinary focus arid because it uses 
teaching strategies that have significant, measurable outcomes. The project i^ 
also notewo^rthy because it has Brought together people of diverse backgrounds: 
specialists in academic disciplines and in education as well as high school teachers 
from systems of various sizes ancfokinds. ^ 

We acknowledge with gratitude the support of the furjders for their help in 
making this project possible. We also thank ail those responsible for the devel- 
opment of this series, in particular, June V.-Cilliard, Director of Curriculum of > 
the Joint Council and the project's director as well as her predecessor, George 
A. Fersh. Valuable advice and assistance were provided by An(hony F. Suglia 
arid S. Stowell Syrrimes of the JCEE staff and George G. Dawson, a former JCEE 
staff member who is now director of the Center for Economic Education at Empire 
State College (State University of New York). 3 _j . 
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\ Organization arid Uses of Unit Resource Material _ » . 

. Policy decisions affect everyone. Consequently, it important that students 

acquire the knowledge and skills necessary for understanding the major policy f 
questions facing our society and for participating effectively in the "process of fj 
public debate and public decision-making. - * 
« Analyzing Inflation nnd its Control is thfc sixth in a series; of resource guides, ^ 
I - focusing on economic-political analysis of contemporary public policies afcd issues. 

In developing these Economics-Political Science (EPS)jguides we fiave^pared no ; ;' v> < 
effort to make the contents as widely useful ^s possible. The guides are designed 
to be used by high school teachers with^insrri^onal resrx>nsibHities for economics, 
l government, United States history, problems^Fdemocracy/ or other social studies- * r 

courses dealing with contemporary serial issiles^ 

* The resource guide on inflation and its control consists of several components, 
g each designed to serve specific curricular or instructional purposes. The Intro- «• ^ 

* * - % duction provides a general explanation of the conceptual framework used " \ 

throughout the series for analysis of inflation 

may use for extending the study of inflation policy or for creating additional imits 
'dealing with economw^olitical analysis of other matters of public debateand ^ 
_ : concern. ^> . x __ " ' >^4^ 

v The Topic Overview has two purpose s., First, it provides the teacher withv « * . 

^ background information oh ecbribmic and political issues involved in the fbrrria r X • s ^ 
. >5 ' tibri of pblyies to control ijiflatibri. Second, the overview serves as a concrete ^ 

\ example ojfebw to apply the conceptual framework described in the Introduction J 
to the econemic-pplitical analysis of policy issues. * ' ■ » * 

The instructional activtti«i^^ specifically with pedagogic^) questions pertaining 
^ to the Why, what, and how ofrfcachihg about inflation and policies for its control: \ t 
> About 8 to 12 class periods are needed to complete all the suggested instruc- - - : 

~~ ' >tional activities in the sequence presented. It is anticipated, however, that some ' * 

teachers will wish to use the material in other ways: Therefore - k : * 

k ^ designed so they may be used singly or in.yarious combinations, depending or* 

the amount 6f time the teacher wishes to devote to the«topic and the neerf£ of 
the particular stadent^ 

activity or combination of activities is most appropriate for their students, eacTt 
instructional activity has been keyed to the objectives it is designee! to achie'veN 
\ s^/We wish to express our appreciation to thK writing team tjfat prepare^! the / . k • * ' 

/ material for this sixth unit in the EPS series. Special thanks are^crae tawrence A. 

Mayer and Ester Nlbskowitz, wh© edited it for publication. . 
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INTRODUCTION 



Laurence E. Leamer aNP Paul A. Smith 
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A central purpose of this series is to help students 
in learning to view society arid its problems from both 
economic and political perspectives. This can best be 
done through study of specific questions, each of which 
entails an economic and political analysis of a distinct 
social problem. - V 

Economics and political science" are complex intel- 
lectual "disciplines," each having an extensive body 
of theory arid rrfetfiodology. As such, their applica- 
tions irr the diverse areas of jpolicy decision-making 
may leaVS? the teacher searching for certain "essen- 
tials" — -certain core ideas — with which t6 explain mat- 
ters to the student. Such essentials can be found in a 
modest number of basic concepts that mark each dis- 
cipline. These are presented in sepa/ate statements 
below, y f ollowed^y a brief discussion of how _ those 
concepts may be^pmbined to provide an integrated 
approach to the teaching f& economics and political 
science. : 



1. An Economics Framework for 
. AnaLysis of Pqlicy tfesi^ES 1 , 

^ It is useful to think of #ie concepts that form the 
basis For economic understanding in terms of several 
broad "concept clusters/' The diagram provided in 

^figure 1 (page %) illustrates .how these clusters and 
subchapters are combined to form a schematic frame- 
work for economics curricula and instruction. * . 

Every economy, however it may be organized, faces 
tne fundamental problem that economic resources" 
(natural regc>urces,< hurhdri resources,. capital goods) 



taurence*fe Leamgr, who is tjbe author of several JCEE publj^a- tf 
tibris, was a professor of economics at the State;Ufiivefsity of New 
York at Binghamton previous to his retirement. Paul A. Smith is 
' professor of political science and 'directo&jOf under^faduate pro- 
grams at the same institution. A * - *_ I 

1. Adapted from the January 197ZunpubUshejJ report prepared 
by VV. Le« Hansen, chairman, Framework jLbmmirtee for the 
joint Council on Economic Education Master /Curriculum Project. 



ate limited relative to the practically unlimited wants 
of people in the ecbh omy. How people all ocate t h ese 
res^urce^among many competing human wants var- 
ies greatly ^mong different economic systems. One' 
Broad class of systems solves this complex problem 
largely by reliance on Jradjtiqn (e.g., some^less de- 
veloped economies), another one by ''command!' {e*g-; 
centralized economies such as China^nd the U.S.S.R.), 
and a third class by a decentralized market mechanism 
(e:g:, the United States and most Western European 
nations). In reality, most economies are mixed in their 
use of the three approaches arid in the economic in- 
stitqtiqns they have developed, and the approaches 
and institutions changewith the passage of time. We 
Focus primarily on the U.S. economic system, but it is 
important to recognize that other systems fate the same 
central economic problem of scarcity, aitFtough they 
deal with it differently! 

When examining any economic system it is helpful ♦ 
to look both at its parts (microeconomics) and the wh6le 
-(ritacroecohomics). In microeconomics 
elements can be explored, such as what products are 
produced, how much a firm produces, how much in- 
come a family earns, or Why corn prices are what they ■ 
are, But some problems require an analysis from the . 
perspective of the total .(macra) econdrgy^ Then econ- 
omists examine aggregates such as general price lev- * 
els, gross national products, ^employment levels, arid * 
other phenomena. ? 

In our largely private enterprise economy (leaving , 
government aside for a morjient) competitive market 
prices are the dominant mechanism used to allocate 
scarce resources. Perfect competition rarely exists in 
the real world,. But the competitive market provides 
us with a model of how markets ''should'' work when 
no individual is a big -enough part of the total market 
to have any personal influence on market price. 

In striving to maximize profits, businesses try to 
produce at the lowest possible cost those goods and > 
services that consumers are willing and able to buy: ,- 
In some cases they also seek to influence consumer 
demands through advertising arid other /sellinwacti v- 
ities: They draw productive resources) (such a/ labor, 
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* I FIGURE i v .; 

Framework for Analysis of Economic Policies and Issues \ 

Systematic analysis of economic pitffcies requires: • ^ 



IDENTIFICATION Qf ISSUES 



Issues Pertaining to 
Relative Role or" the 
Market vs: Government 
"Action 



Issues I'ertaihihg 

to Overall 
.Performance of : 
& the Economy - 



Issues Pertaining 
to Distribution 
of hieomt? 



KNOWLEDGE & APPLICATION OF BASIC ECONOMIC CONCEPTS 



The Economic Problem 



winch arises jn\m scarcity and the need for choice, find necessitates the development of 



Economic Systems 




for resolving problem* and issues dealing with what to produce, how to produce, how , 
much to produce and how to distribute the fruits of production: 



Microeconomics: Resource Allocation, 
1 Income Distribution, etc: " 



and 



M acroecon om i cs : Ec6i} o rri i c 
Stability and Growth, etc: 



KNOWLEDGE OF ECONOMIC INSTITUTIONS 



)Wh£DC 



i 
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which provides the factual and behavioral bacJ^Koiind needed to apply economic concepts 



EVALUATION OF, ECONOMIC ACTIONS AND POLICIES 
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which necessitates distinguishing between 



Questions of Fact oF Prediction vs. Questions of judgment or Vajues 



by applying 



Measurement Concepts 



for assessing economic performance, 
+ identifying \ 



Goals/Values 



to be used as criteria for evaluating policy alternatives. 

and_ 

weighing policy choices in terms of 



Trad e-off s a mong G oals 



land, arid HiaVhineryj iht*>thcisl" enterprises where they 
will contribute mosMb hU'cHqg tbjiumer. demahiTs. 
While doiiig'soj businesse^pav out Incomes to work-, 
ers, landowners, arid other -suppliers of productive 
s^rvicgs who are Also trying to m^iximi/e their cco- 
noffiic returns by getting th* best possible value or - 
price for what they have to otter These incomes, in 
turn, make it possible for income receivers' to bid tor 
gobd^liey want. Thus markets in wliicTf prices rise 
and tail in response tu changing- demands and supplies 
provide the mechanism that links consumers and busi- 
nesses, each group seekfrig to make the best "of its 
positi04i anil abilities, V*t each dTTp&ndent upon tile 
» othe&Jn. economies; this is described Ita a circular flow 
model of the e c one mjc syst e hi . t^Hy id iia Is a n d b usi- 
riesses who save* pa jt of their ihciimb>flQ~d make th.ese 
savings available tor investment in new productive 
facilities or in human beings increase society's capacity, J 
to produce in future years! As a result another circular 
flow exists, connecting those having funds to invent 
and those seeking funds to b.« invested. .* • 
Individual freedom of Choice is central to the way 
the largely d^entralize^TniarkeVdirected American 
economy defines its goals sjnd allocates its limited re- 
sources. But those individual freedoms oT^he con- 
sumer, w t ige : eartier, investor, arid entrepreneur are 
limited by laws a'Ai social instjtytions jlrotecting the 
individual a ifd society. Thus* markets and prices, re- 
flecting shifting demand a n^l supply -Conditions, are 
the main regulators c^f the allocation of scarce re- 
agurges in the production of thernost desired goods 
and services; but government, unions* trade associa- 
tions, arid*#<her institutions help- to set arid enforce 
the rules Under which competition takes plate, and 
sometimes participate actively in the process «f pro- 
duction and distribution. 

There are two general tyges of queries fundamental 
to understanding policy issues: One concerns ques- 
tions of fact or_ prediction: What is ktioxvn about eco- 
nomic behavior? Or, if we laridertake some auction, what 
will be the predicted effects? The other v type concerns 
questions of judgment or values: What ought to be done 
i to alter economic beh.avior? Should we undertake a 
particular policy or not given that various people and 
groups may be differently affected? The failure to dis- 
tinguish between questions of what is and what ought 
iv be is the cause of endless -confusionrand cart l^ad to 
inappropriate policy analysis, • * 

As we sort through the vast array of questions and 
issues coming at us from newspapers, television, po- 
liticaf campaigns, and our involvement in economic 
life, we find that most of them can be grouped into 
the following three Broadvcategories: 

^One.major set of issues concerns the relative role of private 
, market forces and government actions. On these issues we j 
are interested in knowing ''what happens," or what 
is likeJy to hattpen, in response to a change in the 
demand for,, sup ply of, arid the resulting prices of in- 
dividual goods arid services; to changes in the "supply 
and demand for labor and capital; to new develop- 



ments in technology . Response to these qiij'stii^ris calls 
for a description of how the total economic' system Or 
t its parts behave under conditions oj free competition 
a hd va ry i rig d eg rees o f rest net U 'nVA re I a ted_ s e t Tit ^ 
questions pertains to "vvl^U ouglSl'to beiioriivf Whaf * " 
ought to be done, say, when rising prices tor any com- 
■mod i ty . (c . g . , oi h I u mhor, s uga r , . or a >f i ee j become it 
political issue? This involves thinking about whether * 
to rely Upon the operation ofjiiaYket forces Mr to'rely 
upon public action via government policy sa^hqs prices 
control, rationing; special ta\es,.and the like. Another 4 
vr a y o f p h r a s i ri g t h e q u e s t it ) ri is: When " sli c ill Id " <^i reef ' : 
government action be used to allocate resources dif- 
ferently from the way the price system w^trkkn I locate * 
.them? For Vxample, should local government act' to" 
• all oca te eh e rgy s'ou rces^s lie h a s oi I o r ga s . Srio u I jjj gov 1 - to 
ernment continue to'subsidize shipbuilding, farming? 
Most o f t h e s e q 11 e s Hoti s con cern ecc mom fc e f f i ci e n ey _ 
To cb ri s id e r a p pro p r ia t e p u b lie p ol i cy a bo u t s u eji q u eV 
tions, one must first determine #he consi^juences of 
choices, analyze them relative to desiTed results and 
values, arid then ma fa? vVhat one believes to be the- 
most favorable policy ueeisiori, But other questions of 
government action relate closely to economic equity. 
Ft* example, should government raise gasoline taxes 
b r use a direct q u o t a rat ion i ri g system to alk *co te lim- 
ited gasoline supplies?' Only after a detailed examj- 
rTation of all the possible effects would one be in a 
p?bsitibri to reach a judgment. 

Anotitvr important category of issues relates to Ou'vcoti- 
amy's performance. VVJiat ^causes" inflation? Wha't 
"causes" unemployment? What, "should- be* dorte'' 
about inflation or unemployment? What policies should 
be_pursUed when unemployment and inflation exist 
siiWaltarieously? What "cause's-' -economic growth^ 
What are some of the benefits arid costs of economic 
growth? What is the long-run relationship between* 
economic growth, population, and employment? Be- 
t wee ri economic grow th and th e\w/iro nment ? W ha t 
is the "appropriate^' rate of grow*tQ? Should we at- 
tempt to speed up «r slow doj^vn economic growth, or 
pursue a "rib-growth" nolicv? Wfut is the best way to. 
carry^out our policies? 

A third major category of issues relates ioHhe distribution 
of income produced by the operation of market forces and the 
redistribuUbn t^govermneni action. Again, it is important 1 
to separate "is" from "should be" issues^ What is the 
current distribution of income? What produces tftis 
distribution? Td what . extejlt does this distribution per) 
petuate itself? What Js the effect of existing and of 
proposed government^ policies on income distribu— 
tion? Should policies be adopted that are desjgned 
explicitly to change the distribution of income or eco- 
norfiic well-being? Should the tax structure be made 
more or less progressive? Should schools continue to 
be financed largely by property taxes? Should policies 
designed to improve economic efficiency be adopted 
if they affect the distribution of income? Should gov- 
ernment subsidize the housing of elderly arid low- 
income renters? These issues, some immediately vis- 
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ibU* and others bjtfden jiwt below the surface, tfp'pear 
to be cfftic-^vviru^ny all the questions posed earlier: 
ThSy come up in artv eysiluaiionrof How the market 
Y '» 4 *f **V- m wc^il^s* 'in determining whe the r col leeti ye cle - 
- i* cisions nitrr'iudividtKij^congnffc decisions, nnd m as- 

. sessing the extent to which inflation^-y neruploymeiit, 

arid growth affect the piMiehvl well-bejrig of the^pfc 
station. Who gains and who loses, and who-should 

; ; gain afid who,shouid lose arcthe questions that best 
summari/e what is at staRe here. 
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There a re se vera l"rea so ns wjhy u nvq u i vocal answers 
to tHese and similar questions are hot readily available. 
( Econonjie>»yst(?nis are complex, and ah understanding 
of these systems requires a conceptual framework, fac- 
tual arid cultural information, the application of anal- 
ysis, the making of judgments, andjhe determination 
of action to be taken: Moreover, our ability to know 
exactly how effeetiwl^jthe economy and its compo- 
nents function is limited by difficulties iu obtaining 

/ accurate and timely measurements of economic activ- 
ity: Finally. S variety ofc unanticipated events affects 
economic Activity; *and thereby makes it difficult to 
predict accurately the results of specific economic de : 
cisions. Unlike the physical sciences, carefully con 

-* trolled experiments are . difficult to undertake in 
economics. 

Even if our understanding of the economy arid eeo : 
nomic decision-making were vastly improved, we still 
ctJuld not expect alt disagreements on economic issues 
arid ^questions to be eliminated. Certainly, so hie dis- 
ablements .will be resolved Jts our understanding is 
increased Many disagreements will persist, however, 
because of differences in juq^ments about the actual 
or predicted effect of specify decisions, arid stil J others 
wHI remait\ because individual economists, as do most 
individuals, adhere to different s.ets of values 

The Jieart of economics is dedsiori"makirig — choos- 
ing among alternatives.' But economic* decisions are 
not yfiade in a vacuum: Rather, they are made in the 
Jighr of a set of goals. These goals vary from one society 
to a riot he r, from brie grou p to another within a society, 
and from one individual t6 another within a group. 
Among^the goals iwst ?vid?nt in The modern world, 
arid particularly in American society are freedom, eco- 
nomic efficiency, equity, security^* sjabjhty (full em-' 
ployment and the absence of inflation), and economic 
progress. ' 

Economic decision-making involves the' opportunity 
cost principle: it refers to what must be given up, i.e., 
to opportunities forgone when scarce resources are 
used to produce particular goods and services. A de- 
cision to produce one good entails ^giving up the pos- 
sibility of producing something else that uses the sajne 
ft sources. The cost of producing that "something else" 
is the opportunity cost of producing the good chosen. 
For an-individual, the opportunity cost of something 
purchased js the price of whatever could have been 
bought instead. Opportu n ityxos ts for a society are the 
- costs of the alternative uses to which it could have put , 
its productive ifesources: . ■'. * 
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!^HJ\* 4 * X ml i}i ^J^^ m Rojle good instead of 
lis making a trniiv -off '[-- -that is; giving up jess 
of one thing for more of something else. Society has 
to mafe/irade-bffs too, e.g., between its heed for more 
eniitgy and its desire to preserve the environment. 

^sentially fhisWftvoIves. comparing the various costs 
and benefits of each of the alternatives arid determin- 
ing how these costs an A benefits will affect different 
groups within the economic sysfefn: 

Goals or criteria provide a means of evaluating the 
pe r f c irnici ri ice o if ho it c [li I y a ri eco ri i orii i c sy s t e m a hd.pa rts 
of it, but alsopf existing programs and proposed new 
policies: However; many of the goals cyffflict. and dif- 
ficult tradeoffs Have to be made. Examples are fafm 
price support s, which pn im o t e sec u ri ty but red uce e f - 
ficiency; minimum wage jaws, which can be thougrTT - 
of as equitable but may increase -teenage unemploy- 
ment; arid vvage : price controls, which may restrain 
inflation, bii t a Lso red uce ef f i lie ri cy arid f a>ed ont Eco - 
nomic analysis does not make explicit valine judgments 
in these policy areas, but it does help people to un- 
derstar|d the riature^if the trade-offs so that they can 
form their own judgments in the light of their own * 
values. Perhaps most important, it encourages use of 
a reasoned approach in dealing with controversial eco-' 
nomic issues. 



2. A Political Science Framework for 
Analysis of Policy Issues 5 

The political scientist uses certain major concepts to 
find mearurig in the world of politics. These concepts 
w direct attention to the significant quaiitkvs of any po- 
litical system and provide measures of its effective- 
ness. As in other intellectual disciplines, there is 
considerable disagreernent in political science about 
what things are important and how they should be 
studied/HJevertheless, while political scientists might 
argue about exact definitions arid referred ap- 
proaches, the fojjowing concepts provide us with 
working tools for political iftialysis- Each of the prob- 
lems we shall be addressing in this series is a problem 
of public policy, and^thus its solution^ — or nonsoKi^ 
tion — must involve political decision-making: These 
concepts will provide the means for understanding 
that process. . 



i 



• The first concept is authority. By this we refer to the 
legitimacy that a political leader or procedure or policy 
has. Apolitical action is authoritative to the extent that 
it is accepted as right and proper by the community it 
affects. Authority , therefore, is a relationship that arises' 
not from the will of governors but front the beliefs of 
the governed: What gives a political decision authority 
is usually its connection with some basic procedure or 



The statement of political science concepts was prepared by 
Professor Smith; with the consensus of the other js>litical sci- 
entists involved in the project. ^ ' 



J 



iWtitutuVtt that thoaimrnunity viuvvs as a fundamental P 
value. Often this is expressed by sonic Historical event 
or iioyiihu'ht. Foif* example, we say that the U S: Con- 
stitution gives the President authority tcveomtiia.nd.the 
• armed MreesianI ttie Congress 'authority to declare 
•war, while neither has authority to do both. 

Of course there are many kinds of authority -inurt, 
science, religion; and so forth —all involving starr 
dards ot performance or truth.. The distinctive aspect 
of political authority is in its relationship to social 
power. ' The- state/' we often ;say, embodies the au- 
thority to make "final" decisions affecting social values 
ofr, more specifically, to use coercive force. Political 
fiuthofity is a tricky concept because it is often con- 
tused with power and because its exercise almeist al- 
vva y s means. that some members of the community 
must do things they don't want to do. This complicates 
*the.t]UaHty of approval implied by authoritative acts. 
Authority wanes as this complication grows. * 

• Our second concept is pourz. Power is the capacity 
to get people- -to do thfngs they would not otherwise 
do, with political power activj^ng instrumentalities of 
collective sanction — customarily^ he state. Obviously, 
power has many sources. It can "come btit of the mouth , 
of a cannon" or it can rest on such forces as love, 
money, oratory, knowledge, K>r authority/ Like au- 
thwwty/ power expresses a relationship. It rests on 
shared yalues and unequal resources. Power is au- 
thoritative only when its exercise is accepted 5 s legit- 
imate by the community : jVhen power .goes beyond 
authority, deep conflicts occur in the community and 
governrr/ents must use more force and coercion to sus- 
tain themselves jmd carry out policies. We ordinarily 
thinkV democratic government as a model in which 
power^and authority overlap arid, where explicit pro- 
cedures of consent are used to determine authority. 
The distribution (who has how much) and exercise of 
power are thus key factors in the way problems of 
pubhc policy are- handled in the political system. 

4' Although we have used the term "public policy" as 
„if it were a simpteend commonly understood concept, 
in recent years political scientists -have given consid- 
erable attention to its meaningmnd analysis. One rea- 
son tor th\s is that it is often diflicult to know when 
an action is or is : not part itf ar "policy," and when 
nongovernmental institutions actually might be "mak- 
ing" policy. For our purposes, thisjhird concept refers 
■ : to pattern* of action by government that are directed at 
recognized social problems. Thus we think of public 
policy not as one action but as a series of actions having, 
political authority and aimed at some coherent set of 
social needs. Policy, tHerefore," is something that re- 
sults from what government does and that seflects the - i 
power, values, and skills of the political community; 

* in order to deal with the multiple group and intfi- . 
vidua! actions^that go into,policymaking, political sci- 
entists oftep use the concept of process. This refers to 
the dynamic relaHbnships— respecially the relaHarv 
ships of influence — among those who take part in the 



variou^'steps 7 through which policy is suggested; for- 
mulated, authorized, changed, and soMortfi. Some- 
times "the "piilicyiriaking process'' reivrs to vvlial 
happens in thi^political system as a whouS and surra*- • 
times to actions leading to a particular policy or set of* 
policies; In either case, process is always active. in ha : 
ture, and the term .emphasizes thcit governing or pol : 
icyrriakirig cahnot^be described adequately by formal 
structures of authority or power;; : i 1 ... V~ 

x.* - - - - ■ v * ^ 
• This brings.us to our fifth conct^\t//^ 

established and "structured ', patterns ''of ^ehaviox 
through which power is excrcisvd and governmental^ 
actions are taken. Congress, the Presidency, the Su- 
preme 'Court, political parties, ejections'; regulatory 
agencies, and cify councils are all political pistitutions. 
Each of these is composed of a distinct structure of/ 
rules,l procedures, roles, expectations ana* rewards; and 
each serves certain functions. ^merica institutional 
development is well advanced ^rid policymaking is 
largely channeled through certain types of' political 
„ institutions designed to "produce" policy. Since in- 
stitutions are by definition welKstahlishcci, and ele- 
ments of their structure are often defined by formal r 
rules (laws), political institutions tend to embody large 
amounts of authority ips their respective areas of ju- 
risdiction; Indeed, we often refer^o persons who*hold 
positions or offices in government a$ "authorities." So 
strong is this institutionalization that political activities 
outside oHhem^re often viewed with suspicion, if not 
outright opposition. For. example; s/tfeet or courtroom 
demonstrations are usually treated a\i highly contro- 
versial arid "but of order" in the American community. 

Political institutions, therefore, tell us a lot about 
public policymaking. As embodiments of authority, 
they are preferred chaririels for political ajgion and 
power. They are not only naturaf targets for those in 
the community who wish to influence policies, but 
also are guides to who has community power. For . 
example, congressional committees are the focus of 
political activity by those .community interests over, 
whiefvthe committees have jurisdiction; hence, those 
same committees usually become/biased in favor of 
those ver^ interests. The same^thing happens to reg- 
ulatory agencies.Jt is easy to see,- therefore, that most 
policy, processes occur in and around institutions. . 
Moreover, important relationships- develop between 
political institutions .and other tyfljfs — economic in- 
'stitations, for example. Business corporations, labor 
unRSns, and markets have close and complex ties to 
political institutions rangingTrom cdrju^ittees of Con- 
gress and federal regulatory agencies to small-town 
governments. * ■— -* 

% Our sixth and last concept is political participation- 
activities that are part of political decision-making, the 
results of which are. supported by the power and au- 
thority of the state. The first point to be made about 
/participation is its diversity. Voting is probably the 
fj form of participation most Americans would think of 
' before any other, since free elections are an institution * 
Lri America. But. for those of us interested in public 
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policyniakiri^)thor forms of participation are mcirc ; 
ase ^.!~ wl S^ftj^_ tt i*. l ! J * .^V^^ntbers of Congress, direct 
. lobbying, x>t contribqting to political campaigns, for 

example, Bribing or a^sassinaUng or providing irtfor- / 
. ^^TL tp_ gqventrae ill officials are other examples. 
These remind us that some forms of participation are 
more^legitimate, more costly, or jnore effective than 
others. „ 1 

" Asecond point about participation is apparent fro^ 
the ab^vp description: some members of the corri- 
fXtunity. participate more than otheFs Although it is 
not easy to summarize the enormously complicated 
nature of this point, as a rule the more resources of 
t wealth, skirt or status* people have, the more and more 
'effectively they participate. The fact that this gener- 
alization can be made for every known political system 
has obvibu ^implications for the distribution of power, 
the nature of policymaking, *and the qutcomes^ asso- 
ciated with policies. Democracies pride themselves on 
expanding participation, and this is a public value in 
the Ujnited States : EveTt so, the general relationship 
between resources and participatioa remains More- 
over, participation is greater in some areas of policy- 
making than^n others. For example, fewer Americans 
"decide" the level of defense expenditures each year 
than where bridges^will be built over inland water-, 
ways. 'Participation must be measured and judged not 
only in terms of amount, but also jn terms of quality 
arid breadth, Some men and women might participate 
with great intensity (and effect) in ^relatively narrow 
area of policy, while others mighfparticipate over a ' 
wider range and with less effectiveness in any one 
area. Thus political participation is many-faceted and 
complex. r - 

^ fcooknng back on the six concepts we have singled 
• out for special emphasis in the understanding and ap- 
plication of political science/ we see that each one in 
itself has a good chance of becominjpan arena of con- 
troversy in the policy makijyysxocess: Does a particular 
policy represent an "abuse or a maldistribution of 
power"? Did the policy process wrongly exclude de- 
serving groups in the community? Does government 
intervention constitute a "misuse of authority" or the - 
"abridgment of rights"? The reason for this is that these * 
concepts not only involve description and analysis of 
politics, but the exmiuation of politics as well. Each car- 
ries with it values and staridards^Hovv much power 
'is good? What extent of authority is proper? Who 
should participate, and ir\what way? And beyond this 
is the questidri of political effectiveness, the capacity of 
the political system to act, to wdrk, to get things done. 
Remember that Mussolini was ;_brigiriafly\cbmpl£ 
merited because "he got the trains to run on tim$" 
(which later turned out to be questionable). So the 
effectiveness of a governing arrangementorof a public 
policy also becomes (and hardly surprisingly) a cri- 
terion of value. ' ; * 

Finally, we a^e left with the question, "What is pol- 
itics?" Political (or "pu^ power, process, 
policy, institutions, and* parnripatiftn dUnvolv?eon- 
flicts of value. Politics is the world Sg out of these con- 



flicts so that fwl|^ji^_ffaft__bi? ITl^.^lV. iiriii governments 
ran function. In democracies politics is marked by baf- 
gairiirig, cbmpromise- arid accommodation, and it is* 

■ this meaning bf politics that is most common in Airier- , 
ica. Where there is policy unanimity within a political . 
comrrittriity or where policies are imposed on a com- 
munity, there is no place for politics. Politics, there- 
fore, occurs where there is conflict over social policies 
and where 'those conflicts are resolved with a mini- • 
mum of value loss to any particular interest Some 

• members of the community will win, others will lose. 
Some will get more than others. But the gains arid 
losses will be Limited by the process of politics. Politics 

; is often looked upon as a necessary evil, with suspicion 
and skepticism. But as you consider the different prob- 
lems of public policy, and the conflicts and contro- 
versies' over solutions that divide the community, 
imagine whqt policymaking would be>without politics. 
It would be policymaking of absolute^unanimity or 
absolute coercion, or both. Neither o£ these* is" con- 
sistent vvlth our basic ideals of individuality andUhe 

"free and vigorous expression of ideas. 



. 3. Integrating Economics and 
Political Science 

While N economics and political science are separate 
disciplines, it is important to keep in mind that they 
have much in' common, arid that in effective analyses 
of public policy they almost always mus,t be used to- 
gether, Indeed, "political economy" itself has a long - 
• and distinguished tradition as an intellectual disci- 
- pline. The similarities arid differences between eco- < 
nomics and political science arev summarized iri 
"Figure 2. ...... • 

Both ecbribmics arid political Science are concerned 
with human values and with the decisions about those : 
values that have social consequences: Both disciplines^ 
are social sciences, which means that both haVe similar 
standards of scientific ldgic,^ evidence collection, and 
y construction of theory, in short, th^y share a common 
errtph'asjs ori verified explanations of patterns of social 
life. Both, therefore, are concerned with social prob- 
lems: See Part II in Figure 2 for a summary of the" four- 
steps in- a, rational approach to^the study of social 
problems. ; x 

But the two disciplines differ in their framework for 
analysis, institutions, fundamental concepts, and type 
-of evidence oY "data" they most commonly employ. . 
Economists and political scientists -have therefore de- 
veloped different ^reas of expertisje. Economists are~ 
experts bri the vast array of stable and changing con- 
ditions that are related to the distribution and ex- 
change of goods and services. They concentrate their 
attention on the institutions or arenas where these 
ecpnomic decisions take^ place. The most notable^are- 
nas are what economists call "markets," in which prices 
are determined by the decisions of buyers and sellers. 
Here the data are commonly in the form of units of . * 
economic value— momy — which have the great ad- . 
vantage of precision and comparability. 
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FIGURE 2 



THE SUBJECT MATTER OF POLITICAL ECONOMY: 
A Framework for Analysis of Politicai-Econbrnic Policies and Jssiies 



ECONOMICS 
(Economic Science) 



POLITICS 
(Political Science) 



FOUNDATION 



THE ECONOMIC PROBLEM - 
(Wanis > Resources— Scarcity, i.e., bur wants exceed 
available resources and therefore scarcity exists) 



THE POLITICAL PROBLEM 
, (Conflicts of interest) 



THUS 



L Political economy is the study of the methods by Which society— 
employs its resource* (human, Wial. natural, time) productively . "j resolves convicts of interest over the authoritative allocation of 



for the fulfillment of human wants. 



Economics is a study of how a society decides— 

a. What wants to produce (i.e., what wants to fulfill) and how 
much to produce 

b: How to produce most efficiently (i.e., how to allocate re- 
resources*most productively to their alternative possible uses) 

c. For whom lb produce {i.e., who is lb get what and how much 
arid how is this to be decided) 



vaiucs;'ihus a study of power. 
Toward these ends 

Politics is a study of how a society, decides — 

a. What goal values are^o be sought and given authority 

b. How societies are to be organized for the pursuit and use of 
power and aathoritv (i.e.; mechanisms for resolving conflict- 
ing values, achieving social goals) 

£ For whom the organization exists (i.e., who gets What; whose 
pojlVarc served?) " 



• 11. Political economy is the study of social problems relating both to the functioning of the organization as a whole and 
-to its particular institutions. 

Both economics and political science usually employ a problems approach involving four steps— v 
a: Definiiion of the Problem— What desired goals are believed tp be inadequately served by existing institutions? 
How does "what is" conflict with what many ihmk "ought ib.be"? * 



Economics is concerned with problems relating particularly to the goals 
bf- 

l; Efficiency and productivity »..>.• 

2. Growth 

3. Stability (both full employment and general price stability) 
4". Security V 9 

5. Equity in the distribution of income 



Polities is concerned with problems relating particularly to the goals 



of— 



1. Justice in the exercise of power * 

2, Equity in the distribution of power (income, deference, 
security, influence) 

3; Freedom (both limits aaibeJiseaf power and access to 
> resources needed to realize individual potential. 

4; Effectiveness _ _ 



b. Understanding of the problem— What concepts, what analytical.tools, what facts do economics and political 
science have to contribute to an understanding of the problem arid its proposed solutions? 

What do we k now about how! productively resources are being em- 
ployed for the fulfiHmcnLof human wants related to the problem and 
the consequences (or other values? ! _ _ m 



What do we know about value conflicts j( Le,. con n.icts_of interest) 
related id the problem; Itaw they are bcirlg resolved, and the resulting 
allocation and use of powfe? 



Public policy alternatives— What arc their economic and political implications? How may citizens, as individuals 
and groups, influence policy decision-making? 

Who is proposing what arid why? How does private ! merest relate to 
public ih teres i? What arc the probable consequences for the political^ 
goals identified above? 



What will be the probable consequences, both in the start run and long 
run (the seen effects and the unseen)* for the economic goals stated 
abqvc? • 



thus what policy alternatives will bring the greatest net rcauzatUvmof values? 



I.e., a more, optimal a j joca lion (use) of re so u re e s ( so i bat the i r 
marginal value products in all alternative uses will he equal). 



I.c\, resold ion of the problem with a minimum value loss to any parties 
paHt arid a maximum value gain to all. 



Which policy alternative is most compatible with one's economic pltilosophy.(i.c., one's view of the 
proper role of govcrniheiii i if relation to the economy)? $ "S» 



tl. Action— How may one implement one's views? 

How does one act as consumer, producer, as a member of an interest 
group to bring about desired changes? 



I low may tJnc as a citizen or leader participate in politics to be most 
effective in bringing about desired changes? 



t 
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Political scientists, on the other hand, are experts 
bh the distribution and use of social power and on the 
institutions through which that power is rnobilized 
[ . anjl made authoritative: Most notably, /'those are ih : 
: sHtuHpns of government; political parties,; and- elec- 
Since there-are na measured of power or autftonty 
c6mparable to those of money anti market valued po- 
litical scientists use variou^ forms of data^to study pol- 
itics, including votes, option surveys, . jaws, and 
W^A^?!^?lsons_-.It is also true that just as economists 
^recognize that actions of government Effect economic 
conditions directly and indirectly, political scientists 
ISOPyV. econojmc resources are sources pi social 
power and tha^ecokomic issues are a major element 
A of politics. ; ^ w 

Insofar as alternative social goals can be assigned 
economic values and markets exist in which those val- 
ues can be expressed and measured, economic anal- 
ysis ca^be used tq judge the desirability of proposed 
policies. Tpst-benefit analysis is one way of determin- 
* n 8 desirability: actions will be undertaken if the ben- 
efits exceed ihe costs, but will not be undertaken if the 
costs exceed the benefits. 

When, however, human values* cannot be measured 
as economic goods, or when markets are for some 



reason (e.g. if they are .monopolistic) not effective in ; 
^R PD^^fi 3nd distribution functions, then policy 
decisions tend to be moved from the ecbjiomic to the * 
. political arena. The realm of politics can encompass 
conflicts among alternative human values and social 
8?.?!* °f .?!! _Sor_ts^_ th the resulting policies being eh- 
' forced ihrough the power and ,author*ity of govern- , - 
,rh£ht. For each of the social probleris treated in this 
^HeS, y_py wjjl find it iriterestihg tb observe how ectv • 
nomic and political factors together contribute to both 
the cause and possible solutions of the problems and 
how social scientists analyze in their distinctive ways 
what the problems are and how they mightbe solved. 
" While we recognize the importance of the other so- 
cial sciences and the extent to which they enhance 
one's Understanding of public problems and issues, 
our aim here is to combine only two of these disci : |J 
plines: economics and political science. The teacher 
resource materials contained in this and other units in 
the series provide concrete^ illustrations of how eco- 
nomics and political science .may be combined to en- 
able students (1) to analyze .and understand policy 
issues and (2) to participate effectively* in the political 
process through which policy alternatives. are exam- • 
ined, promoted, and acted upon: 
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TOPIC OVERVIEW 

. PERSPECTIVES ON INFLATION 

Michael K. Sacemi 



~ 4 A SOO^SHEKEL NOTE IS ISSUED IN ISRAEL 

LARGEST SO FAR 

TEL AVIV — A 500-shekei banknote bearing a portrait of Baron Edmond de 
RothscKild went into circulation here. The bill is to spare Israeli wallets from 
bursting with ever-thickening wads of banknotes, the highest of which was 
'only 100 shekels until npw. 

The "Rothschild" is expected to lose half its value in one year if the current 
triple-digit inflation continues. The 1982 inflation total is expected to hit 130 

percent. ______ * _ 

The ''Rothschild" was worth $15.50 when sent, into circulation Wednesday. 
The 100-shekel bill? worth $6.60 a year ago, is down to $3.10. B^qf Israel 
officials already plan a 1,000-shekel bill and are looking ahetf^to a 21500 or 
5,000-shekel whopper bearing a picture of the lafc Mrs. Golda Meir, Israel's 
former prime minisfer. " 

. —International Herald Tribune, December 3, 1982 
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INTRODUCTION 



Jhis publication^ is about inflation— its nature^ its* 
effects, its causes, and hoyv to stop it. The news i^rri 
above provides an apt introduction. On the surface; 
the item conWnsan easy "Frf" to a mundane problem: 
if price levels double annually, a convenient solution 
is to use currency of higher denominations: But tl\e 
item also suggests some more interesting questions. 

First, how could inflation in the United States de- 



crease from double-digit levedssn 1980 ^rid 1981 to 6.1 
percent in 1982 while the Israeli inflation rate rose to >^ 
130 percent? It is not because, the United States has a 
larger economy. In tirSySwitzerland, the inflation rate 
during the past decade has been roughly halRhat of 
i the United States. Second, are there mory serious rea- 
sons to^end inflation than i merely to preyenfa_ # .ivallets 
from bursting" as the Herald Tribune states? Yes, but 
not because inflation necessarily makes if difficult for 
people to afford goods and services. Third/ wha^is the . 



- This monograph was prtrpared while the author was a research associate at the Graduate Institute for International Studies in Geneva, 
Swir/tvfl.hti bh leave J__om the University of North Carolina at Chapel Hill. _::;;___«;_=__ V;: 

Tw^h to ih^R Sgues at the institute, and especially Hans Genberg, for .heir help and supper.. I w.sh also to th_nk Came Ben 0 i. 
Salemi w^o re?d and Commented on .he manuscript Finally, 1 wish to thank Dr. Daniel Ryah. who taught me h.gh school sooal scence 
and American, history with a skill and verve that I still admire. 
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collection between inflation arid the amount of nfonev. 
in circulation? The article suggests that mo^ln^tic 
\ implies a greater need for money. In wha/foliows ; 
v v^ill see that tjie opposite is rrfore fuHdamentai-^rapic 
growth in a nation's money supply eventually causes 
price inflation in that nation, 

•Most ecdncynic pblides thaLaimioTcontrol inflation 
are* politically controversial. The* Nixon administra- : 
tioVs wage arid price controls of 1971-72, President: 
Ford's WIN"(Whip Inflation Novy) e^iortafibn, and the 
calls made by Presidents Carter ancTfleagan for re- 
duced, government spendirig and a smaller Washing- 
ton bureaucracy all met Serious opposition. There are 
three basic reason^ why inflation is) politically contro- 
versial. First, many.in government bee iriflatiofi as of- 
fering a more attractive source of new revenue than 
does additional taxation. Second, th* re is riot universal 
Igreement among or between economists arid politic 
cia ris a s to the causes of inflation. A^d third, drice it 
is firmly established, inflation is costlyte-tffid. More- 
over, f Hose costs are likely to be borne more by some 
members of society than by others. In what follows, 
these and other ideas are explained. <j 



1 ^ PRICE INDEXES— OUT OF 



*MANY, 



1 A The Differences between Inflation ^ 
^ and Relative Price Changes 

. ' Changes in prices are a fundamental part* of the 
working ofjfie economy of the United States: In our 
economy, prices function as a giant signaling system 
that relays information regarding the relative scarcity 
or abundance of goods and services to all those who 
" produce; consume, buy, and sell. Sirtce the economy*, 
is constantly buffeted by changes and shocks such as 
severe alterations in weather, strikes, the impact of 
new inventions, bankruptcies, abrupt changes in tastes 
* or fads, arid innumerable others, it is hot surprising 
that ^prices are constantly altering in relation to each 
other. These price changes — some up, some down~ 
are a crucial jSart of the economy's adjustment to all 
' the changes and shocks it experiences. 

Not all price increases constitute inflation. If unsea- 
sonably cold weather in Florida damages the orange 
crop, the price of oranges will increase. It would be a 
mistake to describe such a price increase as inflation 
or as the^^lt of inflation. Orange prices increase in 
order to ration the now smaller supply of oranges 
among prospective consumers. The key here is that 
the price of oranges has risen relative to other products 
in general arid to other fruits in particular. Many con- 
sumers will therefore substitute grapefruit for orange 
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juice atfcreakfast because drarige juice is ribw relatively 
more expensive. 

Inflation is quite different from relative price changes, 
inflation occurs when ail or most prices tend tq iri- 
crease*togethe4- over a sustained period of time. The 
forces that cause iriflation are very differerttTrom those 
that cause relative price changes. Reiative price* chariges 
-are necessary for the efficient functioning of ariy ecori-' 
v onjy. Inflariqn jtseif is by no means similarly ;rieces> 
sary. While some membersv of society benefit from 
inflation, an overwhelming az§e can b,e made that so- 
ciety as a whoIJLwouid be betteroff with less inflation^ 
arid, particularly*, with iess erratic movements in the 
rate of inflation than we experienced in the 1970s and 
early 1980s. : 

1.2 AryExample^bf a Simple Price Index 

The iaSTSentence above uses^Hie term "the rate of 
ihflation" as if there weije, in any month or year, one 
precisely defined^nswer to thp question .'-How rapidly 
are prices rising?" A little reflection will suggest, how- 
ever, that no such precisiori is possible. In Chapel Hill, 
North Carolina, where I live, the price of hamburger 
may have increased by 7 percent from 1981 to' 1982, 
the price of gasoliike"by 10 percent, the price of canned 
string beans by 3 percent, the price of a movil ticket 
by 15 percent. On the other hand, the price ofp6cket 
calculators may have fallen by 15 percent while the 
price of a pizza — with sausage and mushrooms — at 
my favorite pizzeria may not have changed. Which 
one of these numbers or what combination of these 
numbers could reasonably be called the rate of inflatipn? 
, There is no single correct answer to the above ques- 
tion, but some answers are more reasonable than oth- 
ers. Economists use price iridexes to measure the rate 
of inflation. Generally speaking, a price index is a 
number that compares the prices of a basket of goods 
with the prices of those goods iri some reference or 
base period. There are three price indexes that econ- 
omists commonly use and that are frequently referred 
to in newspaper and TV reports: the consumer price 
L nc * ex l producer price index, and the GNP deflator. 
Before discussing these indexes, it is useful to work 
through an example that shouid heip explain in very 
simple terms how changes in a group of prices can be 
measured. ' • 

The economy offers a vast array of goods and ser- 
vices. But younger consumers care about only a very 
Few of these. My daughter Caitlin, for example/ spends 
her allowance on chocolate bars and salted-in-the-shell 
peanuts. During 1981 Caitlin received an allowance of 
brie dollar per week. Iri 1982 she declared that she 
wanted an increase because her dollar "didn't buy as 
much as it did last year." The data that describe her 
situation are presented in Table 1. 

16 
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«r TABLE 1 v 
Caifs Candy and Peanut Expenditures 

Candy Bars Peanuts 

Quantity Price Quantity, Total 
Price ~-~perr ' ~ per --—per— Expenditarirs" 
Year: Each Week Lb. Week per Week 

<X"V — " — ' — — 

1981V: $ 20 3 bars $.40 1 lb. $1.00 
1982 $.30 3 bars 1 $.50 »- 1 ib. " . 4&1 40 



• The table shbws/hat betw^jett 1981 and 1982 there 
was a 50 percentyrtn create in the price of candy bars 
and a 25 percent increase of peanuts. A 

price index that reflects they^elative importance of candy 
and peanut prices to Caitlin would be: 



CPA. = (3 x PC ANDY) + (1 x PNUTS) 

where_C.P./. stands for Caitlin's Price Index and 
PCAN0Y and PNUTS are the prices of candy bars and 
peanuts, respectively? This. price index is_a weighted 
average of the prices th^/natter to Caitlin. The weights 
f3 for candy and 1 for huts) reflect her actual purchases' 
in 1981, when she bought three candy bars and brie 
pound of peanuts each week. In 1981 the price level 
for Caitlin as measured by .the index was $1.00, i.e., 
(3 x- SO. 20) 4- (1 x $0.40). In 1982, the price level could 
be reasonably measured as the cost of the quantities 
of candy bars arid peanuts that Caitlin t^su fried each 
week iri 1981. By this measure the price level iri 1982 
•is $1.40, i.e., (3 x $0.30) + (1 x $0.50). Together these 
numbers mean that Caitlin would need an allowance 
of $1.40 to buy in 1982 what $1.00 would buy in 1981; 
'It would thus seem appropriate to raise Caitlin's al- 
lowance by 40 cents per week: 

The example gives one answer to the problem of 
how to express inflation as a single rale when in reality 
prices of different goods move at differentiates; ase 
a fixed weight average. Based on our calculations for 
Caitlin, prices on average rose 40 percent between 1981 
and 1982, although neither candy bars nor peanuts 
increased exactly this much. 

But Caitlin is not concerned with indexes; she is 
^concerned with the buying oower of her allowance. 
Because that buying pbwe&jfes been diminished o 
irig to an inflation rate of 4 UT percent, a 40 percent in 
crease iri her allowance will make it possible for he 
to purchase iri 1982 the same weekly basket of goods 
she purchased iri 1981. But she may riot choose to do 
so. Since relative prices have changed, it is possibly 
that she may alter her buying pattern. In 1981 a pound 
of peanuts were twice as expensive as a candy bar; in 
1982, the peanuts were only 67 percent more expen- 
sive, i.e:, peanuts were relative^Jess expensive than 
candy in 1982 compared to 1981. Cfc«£equently, with 
an allowance of $1 ;40/Caitlin may vvellVbe better sat- 

* • j 




isfied with a market basket that contains fewer candy 
bars and more peanuts: So in 1982 she may cat her 
purchase of candy from three bars to two bars, and 
increase her purchase of peanuts from 1 pound to 1:6 
pounds. The total cost of this basket is also $1.40: 



1.3 The Consumer Pr^ce Index 

The U.S. price index that is 'prbbabJy most widely 
" known is the Consumer Price Index, ft PI). The index 
is based on the prices consumers pay for a fixed market 
basket of goods and services: When newspaper arti- 
cles or TY broadcasts discuss the rate of inflation, they 
are most often talking about the amount of increase 
in the CPI: The CPI was first constructed daring World 
War I as a basis for adjusting shipbuilders' wages, 
which had been placed under government control dur- 
ing the war. The CP! has been revised several times 
since then; the most recent revision was introduced in 
early 1978. Gathering information for the CPI and cor 
puting it are the responsibility of the Bureajj of Laror 
Statistics (BLS) of the U.S. Department of Labor/ 

The market concept underlying the CPI is quit£ sim- 
ple/The BLS conducts interviews Svithconsumers and 
uses other survey techniques in oTtreY to. construct a 
list of goods and services than^ present the purchasing 
pattern of typical urban cbrisu/riers and their familjp,. 
In this way, the BLS deterrrvmes what goods and ser- 
vices should be included in the CPI and the importance 
iri the index— the "weight" — thaWach good and ser- 
vice should receive. The weights for the CPI remain 
unchanged until a new market basket survey is con- 
ducted. The two most recent surveys of the market 
basket were conducted in 1 96CU6 l a nd 1972-73. 

Every month representatives of the BLS visit stores 
and get information from other vendors (e.g., tele- 
phone and other utility companies) to determine what 
each item in the market basket costs: They are careful 
to conduct their surveys ina way that mimics the actual 
buying habits of consumers — for example, they price 
goods at supermar!a?ts to the same extent that urban 
consumers buy ihefe. In recent years the CPI has thus 
relied more heavily on supermarket prices and less 
heavily on the prices of similar goods at local "Mom 
and Pop" grocery stores. 

"After all the necessary data are collected each month, 
constructs price indexes for individual items, 
ps of related items (e.g., food), arid for the - 
erjtire^ market basket. Here is the gerieral procedure 
which the BLS calculates the index for the total 
11 items") CPI, (The same procedure applies to the 
components of the CPI, e.g., food, apparel, medical 
care, etc.) \ \ 

a: BfcS finds the tojal cost of buying a very specific 
market basket of goodsjmd services in the base 
period. Let us assume that the total cost of pur- 
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Rasing this market basket in the base period is 
$9,000. The base period of any index is arbitrarily , 
set as equal to 100.6. In this case: 



$9,000 



lbo.o = lod.d ~ 



$9,000 

BLS finds the total cost of bu^tn^ the same market 
basket in a subsequent period. Let us assume that 
the total cost is $11,500 in the subsequent period. 
The index number carjtthen bh derived by making 
the following calculation: . 

Wm* mo w i ■ *' ' 

Theindex in the suBsequent period is^then 1^:8: 
Hence, the CPI has risen 27.8 percent compared 
to the^base period because 
127.8 - 100.0 



x 100.0 = 27.8% 



c. If, in a still later period, the cost of the market 
basket rose to $12,000, then the CPf for that period 
would be 133.3, obtained as follows: 

^2,Q00 . x 100 0 - 111 1 
% $9,000 1 \ - . * 

▼ . \ _ *. X 

The rise since the\base period would be 33.3 percent 
because ' iT* 



133.3 - 100.0 



x \100% = 33.3% 



100.0 . 

Anyone who has access to the above index num- 
bers can calculate the percent increase from the 
second to the third periods as follows: 
133.3 - 127.8 



127.8 



x 100.0 = 4.3% 



which means that the CPI has risen 4.3 percent 
between the second and third periods. 



low for an actual ^example. In 1982, the CPI av- 
eraged 289. 1. The base for the CPI is 1967, meaning 
that the index- stood at 100.0 in that year. These two 
numbers signify that a consumer purchasing the typ- 
ical urban consumer's market basket in both years 
would have spent $2.89 in 1982 for each $1.00 spent 
in 1967. This does not mean, however, that an urban 
family's spending — or cost of living — increased by 2.7 
times over this fifteen-year period. The increase in the 
consumer price index will overstate the increase in 
actual spending to the extent that as relative prices 
change, consumers buy less of goods arid serving that 
have become relatively more expensive and more of 
those that have become relatively less expensive. In 
other words, "substitution" that, in effect, lowers the 
level of living, may take place. 

i.4 The Producer Price indexes 

.Producer Price Indexes (PPIj— formerly called 
wholesale price iridexes^rrieasure prices received by 
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producers of cbrrirriodities in all stages of processing-,; 
rather than pricestharged to consumers. Hence, these 
BLS indexes include prices "of goods th^t are riot used 
by cbrisumers, such as raw materials arid heavy rna- 
\ chiriery. Arid the consumer goocis prices that are ttu 
tJUded in these indexes exclude that' portion £f 
6 consumer retail pric^ihat represents transportation 
costs to the retailer, sales taxes, arid the sales and other 
costs of retailing the good. The BLS calculates the. PPIs 
rrpnthly from data obtainedjnainly by rq|ilqUestidri- 
naires sent to "th^ producers. - ' ' 

The BLS records the prices of nearly 3,400 com- 
modities — no services are included directly — for the 
PPI every month. From these it computes separate 
PPIs for different stages of production — raw materials 
(e:g:, wheat, cotton, iron and steei scrap), interme- 
diate materials (e:g., flour, fabricsfand sheet metal), 
and finished goods (e:g:, bread, apparel, and autosj. 
'There are also separate PPIs for different commodity 
groups such as chemicals, fuels, furniture, machinery, 
textile products, metals and metal products, etc. BLS 
also compiles an "all commodities" index. 

The PPIs, like the CPI, are fixed weight indexes, 
meaning that the weights 2 of the index ar^changed 



only infrequently. The result is that the<rfdexes often 
-db nift reflect changes in the relative importance of 
various raw materials or in the specific product mix 
that may occur in a given industry. 

There is evidence that the PPIs^especially the one 
for finished prod ucts = te rid to signal changes in trend 
. ' that will later appear in the s CPI. In other words, 
changes in the PPIs are likely to be reflected in the CPI 
several months later. Thus, the CPI will respond more 
-slowly to inflationary forces than the PPIs. This is not 
surprising. Consumer goods often pass through a pro- 
duction and marketing process that takes many months 
to complete:; 

1.5 The GNP Deflator 

1 The GNP Deflator (GNPD) is often called an implicit 
price index. It is implicit because it-is a by-product of 

v the computation of the Gross National Product (GNP) 
statistics carried out quarterly by the Department of 
Commerce. Put simply, the GNPD results from the 
following process. Commerce computes the value of 
all final goods and services produced by the economy 
in the current quarter in twoWays: First, the value of 
those products is computed akcurrently prevailing re- 
tail prices. Second, the value of those products is re- 
computed at the prices that prevailed in the base year 
(at this writing^ 1972). The GNP Deflator isjhe ratio 
of the first number to the second. It givesa compaV^on ,' 
of current prices to base-year prices. * _ 

The GNPp differs from the PPIs and the CPI in seV- * 
eral important ways. First, it is the most comprehend 

•sive of all price indexes because it includes the prices 
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of all the goods and services producedin the economy. 
Unlike the PPJs, it includes actual prices paid by con- 
sumers and also includes services: Unlike the CPI, it > 
yicludes prices pf goods used by industry (e:g;, ma- ^ 
chinery j and goods .exported to 'other countries: Sec- 
ond, it is a variable weight index, not a fixed weight 
index: Therefore/ changes in the GNPD reflect both: 
changes in prices and changes in the compositkHi of ou tput 
from one period to another. Third, unlike\§onrte of the 
PPIs,* the GNPD reflects prices of finishedpfocfucts 
only. ; fi» < 

•Each of the price indexes described is available on 
an average annual basiSn the section on prices iri the 
Statistical Abstract of the. United States. The annual av- 
erages For the CPI arid the PPIs are based on indexes 
that are calculated arid issued monthly; the annual 
average for the GNPD is based on an index that is 
calculated arid issued each quarter 



2 WHAT IS INFLATION? 



As we have stated earlier, inflation is persistent 
growth in the general level of prices. Price indexes are 
Used in the United States and other economies to mea-' 
sure the general level of prices. From this point for- 
ward, then, we will consider inflation to be persistent 
growth in a consumer price index, a producer price 
index, or a GNP deflator: All three will usually rise in 
a general period of inflation: 

2.1 The Inflation Rate 

In Section 1.2 we saw that Cait'§ price index stood 
at 100 in 1981 and 140 in 1982 * We concluded that 
relative to the goods she consumes, Gait experienced 
an inflation rate of 40 percentjbetween those two years: 
We may verify that observation as follows: 



Gait's Inflation Rate = 



$1. 4 0 - $1.00 



$1.00 
= 40.0% 



x 100.0 



The computation of the inflation rate shown in the 
above formula comprises fdjir steps:'?. 

a. Compute the arithmetic difference* between the 
value of fhe price index at the later date (1982) arid 

<■ . its value at the earlier date (1981): $1,40 - $1.90 ~ 

$0.40. s • ; * 

b. Divide the difference by the earlier pact* Index value* 
to convert the difference into a ratio (a uriitless. 
number): $0.40/ $1.00 - 0.40. 

c. Divide the resulting ratio by the number of years 
intervening between the two dates to which the 



price index refers to convert the nurnber into an 
average annual ratepf change: :40 / 1 = .40: 

' d. Multiply by 100 to express the inflation rateas a 
- perc^tage: .40 x 100 = 40%. : ? . . * - 

For a second example recall from Section 1,3 that 
- the CPI stood at 289: 1 in 1982 and at 100 in 1967. (Each 
of these numbers is a simple average of the twelve 
monthly CPI values fo^the year.) To get the. total 
amount of inflation between 1967 arid 1982 we perform 
the following operation: - 

289.1 - iOQJ x 100 0 s 189 .! 
100.0 . 

/Since inflation hasajhounted to 189. 1 percent iri fifteen 
years, dividing *_15 ifriplies that, bri average, be- 

x hyeeri '1967 arid 1982 consumer prices grew a^r an- 
nual rate o£ ^2.6 perpgnt. 1 A Third example illustrates 
that thl inflation rate maybe very sensitive to the exact 
dales bri which a price index is observed. The CPI J 
stood at 265.1, 283.4, and 283,1 for March 1981, Feb- 
ruary 1982, arid MarCh 1982, respectively. Using the 
formula-presented above we conclude that; from March 
1981 to Mardh 1982 the inflation rate was 6.8 percent 
but from February 1982 to March 1982 the inflation 
rate was -1.3 percent: 

CPI Inflation Rate (March 1981 to March 1982) ■'. 
- 283.1 1 ~ 265.1 x imQ = g g percent 
265.1 

CPI Inflation Rate (February 1982' to March" 1982) 

= ' 283 283 4 ^ 4 * 10 ° ? = -0.11 percent 

In order to compare the latter computation, which 
is fop one , month only, with the preceding cornputa-, 
tion, which is foFa year — or twelve months — we must 
multiply the second result by 12. The result we obtain 
is — 1.3 percent. Which of these two numbers more 
truly characterizes inflationary conditions in the U.S. 
economy in March 1982? Ag^ain, there is no single cor-_ 
rect answer to this Question. The 6.8 percent figure 
represents twelve months of inflation experience arid 
is less likely to be influenced by an ,, urysual"rate of 
price increase in any month. /I'he figure - 1.3 percent, 
which means that consumer prices actually fell be- 
tween February and March, may indicate a new infla- 
tion trend or may simply be an aberration. ' 



1. Another formula is generally us<pd to compute inflation rates 
> >vhen the interval between two observed index numbers is longer 
.* than a year or two Let designate the inflation rat_e be- 

tween the terminal year (t) and the starting year {*). Then 

Iniij) jln CPi(t) - In CP(($)\ I (t c s) 

where In CPI is the. natural logarithm bHhe-fridex number. This 
formula was used to compute the inflation rates in Tables 2 arid 
3 and in Figure i. The fofmula is similar in concept to that; 
embodied in compound interest calculations. * 
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2.2 InflatioiHfi the United States -:. 

Between 1965 an^ 1980 the United States experi- 
enced a period of inflation unlike any other in the»past 
hundred years of its history. Not only was the rate of 
inflation high by historical standards but itgrew stead- 
ily as well. As rheasurecl by the CPI, the inflation av- 
eraged 6.6 percent per year for the entire period; 4.2 
percent for 1965-70, 67 percent for 1970-75, and 8.9 
percent for 1975-80. The highest rates were reached 
irv 1979 (11.3 percent) and 1980 (13.5 percent). 
* Many people, economists arid noneconomists alike, 
wondered whether high inflation rates had become 
part of the natural economic order, And some ques- 
tioned whether a superinflation such as that experi- 
encecfan Europe after World War I arid in some South 
Am eg pm economies todayYnight possiblyoccurin the 
UnifSBSt^tes. During 1982 the combined effects of a 
restrictive Federal Reserve policy arid a recession sub- 
stantially slowed the rate of growth in the CPI, arid 
the inflation rale was down to 6.1 percent. Whether 

TABLjF? * 
U.S. Consumer Price indexes and Inflation Rates 

DECADAL AVERAGES OF ANNUAL INFLATION RATES' 



1860-1870 


3 5% 


1920-1930 -1.8% 


187CE-1880 


-27% 


1930-1940 - 1 7 


1880-1890 


-07 


1940-1950 5:6 


189CM900 


-OS 


1 950- 1 96D 2.1 


1900-1910 




1960-1970 2:7 


1910^1920 


79 


1970=1980 7.8 


ANNUAL INDEXES, 1950-1982 (1967 


= 100) 


1950 


72.1 


1970 


116 3 


1951 


77.8 


1971 


121.3 


1952 


79:5 


■ 1972. 


125 3 


1953 


80.1 


1973 


133.1 


' 1954 


80 5 


1974 


147 7 


1955 


802 


1975 


161.2 


1956 


81 4 


1976 


170:5 


1957 


83.3 


1977 


181.5 


1958 


866 


1978 


195.4 


" 1959 


873 


1979. 


217.4 



1960 
1951 
1962 
.1953 
1964 

1965 
1966 
1967 
1968 
1969. 



1980 246.8 

1981 • 272.4 v 

1982 289 1 ' 



1C 



SOURCE; ( Annual dafa for 186(M970 Uom Historical Statistics of 
ma United Staw^Colo n iaf Times to 1970 (Washington, D C 
U S Bureau oiUheJCensus 1975). Series E 135-J66 1970^ 
1982 from Survoy~of Current Business. 

*Caicuiated Using the formula in text footnote % 1 . 




TABLE 3 



Inflation Rates in Several Industrialized Economies 



i7 



Average 



Yearly 



1961-70 1971-77 1978 1979 198<y 1981 



•Os. ... 

Japan • 
Gerhnany 
France 

U.K. - ; 
Italy 

Canada 

Switz. 



2.8 


i. 6.6 


7.7 


i 1.3 


13,5 


10-4 


'5:8 


10:7 


3:8 


>:3.6; 


' 8.0 


4.9- 


2.7 


5.6 


2 7 


4.1 


5.5 


59 


-4:0 


9:0 


9 1 


1 10:8 


13.6 


13.4 


4.1. ; ■ 


139 


8.3 


13.4 ' 


18.0 


11.9 - 


3.9 


13:1 


12:1 


14:8 


212 


19.3 r 


2.7 


7.5 


" 9.0 


9.1 


10.1 


12.4 . 


3.5^ 


5.8 


.1.1 


/ 37 


. 4.0 


■6.5 



SOURCE Mam Economic Indicators pubtahe>fnonthl^by the Or 
ganization for Economic Co-operation anoDevelopment (OECD), 
Paris. , 




982 represented the beginning of a period of mod- 
erate price rises or merely a pause in a continuing 
period of tiigh inflation was a big question when this 
ublication went to pres§. - . * 

igh inflation rates have riot always been the norm 
for^he U.S. economy. Indeed, the decade-by-decade 
inflation rates reported in Table 2 show that before 
i96j^h£TjruFed States experienced othty peripds of 
relatively rapid inflation (1910-20); periods of mod- 
erate inflation (1860-70 and 1950-60); periods of rel- 
ative price stability (1880-1910); and even periods of 
definitely declining prices (1870-80 and 1920-40). In 
fact, between ft 30 and 1932— the early part of the Great 
Depression — consumer prices fell at an average rate 
of 9-0 percent per year. History, at least, shows that 
one should* not conclude ihat U.S. prices can only go 

up- 
Relative to other industrialized countries, our infla- 
tion experience since 1965 has been worse than some 
and better than others, as Table 3 shows. The U.S. 
inflation rate was on the £ow side during the 1960s, 
From 1970 to 1977, the United States also experienced 
relahyely low inflation rates, but between 1978 and 
1981 U.S. inflation increased arid tended to be on the 
high side. Table 3 also sttows that inflation accelerated 
after the mid-1970s in all of the countries shown. This 
t surprising because the oil price rises engineered 
anization of Petroleum Exporting Countries 
contributed to inflation m these and other 
Moreover, the economies of the industrial- 
n tries are so closely connected by' interna- 
de and by financial markers that economic 
problems are quickly transmitted frbm one country to - 
another: - 

Npne of the inflation rates in the industrialized 
countries listed in Table 3 come even remotely close 
tolhe highest experienced in this period. In 198GT3C"~- 
cording to the international Monetary Fund, the worst 
consumer price inflation was recorded by Israel, its 
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rr„._,_ ^ __ :J ; 

^rate of 131.0 percent meant that prices substantially 
more than doSbied during 1980 alon£! In that same 
*year Turkey experienced an infffmon Tatepf 110:2 per- 
' cent, and Argentina, Brazil, p^S 03 }^ Peru; and Bo- 
livia posfed rates of 100 : 8 peWent\82.8 percent, 63:5 
percent, 59.2 percent, and 47.2 percent, respectively: 
k Anyone in Israel and .Turkey whose wage rate did not 
at least double in 1980 was lately to have been worse 
off at the end of the year than at its beginning. And 
people, whose income was fixed in Israeli shekels or 
Turkish lira must certainly* have suffered a serious de- 
cline in their level of living. 




2.3 Hyperinflation 
- Control' 



Inflation Out of 



^| Even the triple-digit inflation rates experienced by" 
Israel, Turkey, arid Argentina m 1980 fell far short of 
the record inflations experiencecM>y Germany arid sev- 
eral other European countries after World. War I. On- 
average during July 1920~JUrie B 1923, the rate of infla- 
tion in Germany equaled 933* percent per year. And. 
the worst was yet to come in the last months of 1923. 
During January of that year, the French and Belgians 
reoccupied part of the Ruhr region of Germany, a coal 
mining and steel manufacturing center, because they 
claimed that Germany had failed to make the repar-, 
ation payments demanded of it by(^he Allies after World 
War I: The Germans responded with a policy of pas- 
sive resistance that included a gerfral strike through- 
out the region: The German government .gaid the 
striking workers as a demonstration of its supbort of 
their cause, an action that added to inflation. 

During November 1923, German inflation had 
reached a staggering and virtually incomprehensible 
annual rate of 214,387 percent. It is difficult to appre- 
ciate the impact of inflation t5F this magnitude — ap- 
proximately 25 percent per hour! Worlfers sought 
payment From employers twice daily so that they could 
buy goods in the middle of the day* before their wages 
had lost their value entirely. And the central bank (the 
official bank of the German government), dissatisfied 
with the rate at which the a vailable presses were print-* 
i rig; new money, recalled bid banknotes a rid - simply 
added zeros to increase the number of German marks 
each note represented. i 

Much has been written about the causes and con- 
sequences of this famous inflation. The Italia rwecon- , 
omist Constantino Brescia ni-Turroni argued tntt the 
hyperinflation destroyed the German middle class and 
paved the way foj the rise of Hitler's Nazi regime The 
inflation most certainly destroyed the German mon- 
etary system and forced Germans to resort to barter 
in order to exchange goods and services. Who would 
be willing to accept payment in currency when Cur- 



rency lost half its ability to buy goods every two hours? 

Without a doubt the German hyperinflation oc-; 
cufred because the German central bank.increased the 
quantity of Gejao^m marks in circulation during this 
period at astronomical rates, it did so in order to pay 
for the goods and services needf d»by government and 
in order to make transfer payments such as those fcr 
Social security and veteran's pensions to Gerrnan cit- 
' liens; The head of the German central bank,"hbwev_er, 
put the blame for the inflation on the Allies. He argtfed 
that the Allies wanted Germany to pay war reparations 
which were beyond its capacity to pay. Whatever the 
ultimate cause of this great inflation, clearly if ended 
only after the German government agreed to cease the 
Unlimited pifhting of mdhey to pay its expenses. More 
about this in Section 4. 



OF 



3 THE 

INFLATION 



Among the most widely held econornicbeliefsis that 
inflation* is detrimental to ihe well-being of society. If 
asked why inflation is bad, many people would an- 
swer that inflation makes goods and services more 
Expensive and thus lowers living standard^ But this 
answer cannot be true for a society as a whole. As 
inflation rises, the incomes received by thiat society's 
members rise asSwell. To argue ^at in fl a qqri lowers a 
society's well-being one "must demonstrate that infla: 
\^tion wastes resources, creates undesirable reallbca : 
prions of income or of wealth among a society's 
Viembers, or leads members of a society to make choices 
that are inferior to those they would otherwise have 
made. What follows is ah attempt to show how infla- 
tion alters the choices members of a society make and 
then to indicate who gains. arid who loses from infla- 
tion, First, however, it is important to make^ clear the 
difference between anticipated inflation arid unanti- 
cipated Inflation and that the two have very different 
economic effects. 

31 Anticipated and Unanticipated 
Inflation 

To -understand the- difference between anticipated 
ani^nanticipated inflation and the effects of each, it 
iiTOSeful to ask the economist's what-ifjjuestibn: What 
if the inflation rate-in the United StaE*s stabilized and 
remained at a rate of 10 percent per year month after 
month, year after year? If there was so little variation 
in th^ rate of inflation 1 that everyone came to regard a 
10 percent inflation rate as a normal part of economic 
lift?; would there be any reason to attempt to lower 
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that rate? Put another way, should. this economy try 
* hard to achieve ah inflation rate, say, of 5 percent rather 
than 10 percent? 

The perhaps unexpected answer is: "Not very' hard!" 
Because members ok this' "what if" socitty can accu- 
rately predict that prices next year vviil be 10 percent 
' higher thajj prices this year, they will enter into eco- 
^ qpmic arrangements that reflect this information: For 
~- example/ on the assumption that the average of all 
prices wijl rise about '10 percent annually, both em- 
ployees and employers wijj understand that'wage in- 
creases of at least 10 percent per year are necessary 
for wages to keep up with prices. The same economic 
forces that»prevent employers from lowering wages in 
a world of little or no inflation would in general act to 
increase wages at a pace at least equal to 10 percent 
per year. 

Borrow el's and lenders would also realize that dol- 
lars repaid in^he future will lose purchasing power at 
the r a t e of 1 0 p e rceri t pe r y e a r . Th £y w i fl thus see that 
part of the interest rate charged should , be compen- 
sation for the ^iticipated decline in the ^^lity^pdol- 
'lars -to purchase goods arid services^fn TpKTTutUre. 
Therefor interest rates' of 14 to IB percen%-10 pe r- L 
cent to maintain the purchasing power of the principjMt 
arid 4 to 6 percent as^"real" interest — would riot be - 
regarded as unreasonable or extraordinary. 

There would be some economic gains if a "sure" 10 
1 percent average inflation rate were replaced with a 
"sure" 5 percent average rate, but the gains would be 
small: if the inflation rate were lawer,-the economy 
would enjoy what the Nobel prizewinning economist 
James Tobin has called a "saving on shoeleathet/' He 
means that, if the inflatiorNtate were lower^^eople 
would be willing to hold more cash and would thus 
make fewer trips to the bank to withdraw funds from 
interest-bearing accounts. In addition, if the inflation 
rate were lower, businesses would riot have to go to 
the trouble and expense of changing their price labels 
so frequently. 

Most of the important social costs of inflation result 
because inflation is always more dr less unexpected 
when it occurs. Put differently, it is riot inflation but ' 
erratic changes 7 in the rate of inflation that account for 
most of inflation's social cfost. A society whose irifla- * 
tiori rates are both high arid quite variable is brie iri 0 
which it is hard to formulate ecbribrniif plans because 
it is difficult to predict what inflation will do, to the 
vakie of the dollar in the future. In taking a closer look ; 
at the social costs of inflation, it is useful to divide tbexn^ 



into two types: those that affect eco n o rri i ce f t id e n cy, 
and those that affect economic equity: ( 

3.2 The Effects of Inflation on 
Economic Efficiency x 

It is irri possible to a ) m m e n t f u 1 1 y, I v re on all the wa$£s 
iri which inflation affects ecorioriiice^iciericy. Inflation 
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affects virtually every ecbriprriic action we take^wbrk- 
' irig, : invest i rig, saving, bbr rowing, cbrisurriirig— be: 
cause each requires an excharige^riVblvirig money, arid 
' same of the transactions take a (brig time tacbrriplete. ' 
Two very important effects of irifla tiori bri ecbribrriic 
efficiency will be discussed iri^what follows. The first 
is that inflation makes lending riskier and, thus, bor- 
rowing more expensive than it otherwise would be. 
The second is that, inflation- makes economic infor- 
mation more difficult to interpret: 

3.2.1/ the Risk prS^^-&ffect. Imagine a period 
of very little or no inflation such as that in the United* 
States during the 1950s. Suppose that during. this pe- 
riod the interest rate was 3 J?ercer^t, (The U.S. gpv : 
ernment actually paid between 2 and 4 percent during 
the 1950s.) Now suppose instead that the irifla i tiori rate 
during this period had been steady at 10 percent. Wh at 
would" have happened to the interest rate? It\^§ffld 
probably have been 13 percent. The extra 10 percent 
added to the interest rate when inflation is a steady 
10 percerit is called an inflation pre mi u rri. It Compen- 
sates the lender for the decline in the purchasing power 
of the principal of tip loan brought about by inflation. 

A 13 percent interest rate at n^ime of steady 1 Gt per- 
cent inflation gives lenders the same "real" return on 
their loans as does a 3 percerit interest rate when there 
is no inflation. It is likely that borrowers and lenders 
would. each settle for a 3 percent rate in the latter sit- 
uation and a 13 percent in the former. The re ason is 
that the lenders' gains and the r^rrowers' Cos^s inTerrris 
of purchasing power over "goods and services wohHj 
be the same iri both instances w " \ { 

But su ppose that the i nflanWn rate fnki riot bee h 
steady at- 10 percerit but had qscillate^arbiirid 10 per : 
cent iri an irregulaj*; unpredictable way. The 4 av'e rage, 
inflation rate during the period might stilj_ be 10 per- 
cent, btit duririg soriie subpenods the inflation rate 
rilight be 15 percent or more. Because of the erratic 
niovemerits iri the inflation rate, lending is riskier than 
it otherwise would bt\ LeriSers mi^ht therefore de- 
mand a risk premium in the fojm of an interest rate 
higher than 13 percent to be willing to take on this 
extra risk: Thus interest rates in this situation might 
be 15 percent or higBbc^^percont base, rate + 10 per- 
cent inflation premium + 2 percent risk premium): 

When inflation is so erratic that risk premiums are 
required "to ir>dj*ce lenders to lend, it will affect, the 
efficiency of the econopiv iri several ways. Because 
borrowing will be more costly, business firms will in- 
vest less in capital goods than they .otherwise would. 
Investment iri "human capital" ^ill be similarly af- 
fected because Soriie students will find it too expensive 
to borrow funds to stay in school. As a result, new 
technology arid new ideas will be introduced into bur 
economy more slowly arid, lie rue, ecbribrriic growth 
will also be slowed. Since, ultimately, improvements 
iri olir levels of living depend iipoil ocbiibntic^fowtii, 
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Wfiy Inflation Makes Lending Riskier 



the following example illustrates : yvhy uncertainty 
about ihf latidh is an impopjant^ojjrce of risk Suppose 
the date i$ 'January 1, 1983. ~iW you have $100.00 
which you canytther use to purchase consumer goods . 
or lend to your bank for a period.of five years, (Of course, 
in realife/ou have many more options, but-for the sake 
of simp«city vste will consider only these two.) Lending - 
your moQey to the bank is an attractive opportunity be- 
cause thi bank will pay, -say. 7 percent interest for the- 
use of your.funcis This mgans Jhat on December 31 , 
1987, the barrk'will return your principal ($100.00) and 
pay you $7.00 for each year that it had the use of -your 
funds. (For the sake of simplicity, simple rather than 
compound interest rates are used in this example:) The 
true return on this loan ; depends, however, on th& amount 
of inflation that occurs between January ^1983^and 
1 43££ember 31 , 19*87? If ygu expect the rate of inflation 
to be 5 percent duo rig this period, then the^je'an may 
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s^elXa^alt ract ive p rps pec t. On December 31 l/l 967, 
yoilwill receive $1 35.00. Since you expett prices to be 
: 25rpercent higher on tral date Jhan they are 
January" ) , 1 983, you expect this-amount to besufficient 
to buy 10 percent more goods than you cap buy on 
j January 1 , 1983. This "consumption bonus" i$ payment ^ 
f\o\ your patience. . ~/~^\ 

What happens M you are mistaken arid the rare of ' 
inflation during the foan period tarns" out to be 10 per- 
cent rather than the 5 parent y^dLexpeeted. You will 
still receive S135.QP on' the day t* Ipan matures But 
since prices wilfUlsS percent higi^rbri December 31 , 
1 987, than they were on January 1 , ,1 983, your $1 35.00 ' 
will purchase 15 percent fewer goods in 1 987,than your^ ^ 
$100.00 would have purchased in ^983! Certainly. thenTl ' 
lending money— and for that matter borr'owipg money- 
daring a period when the rateiDfinfla^Qn varies unpre- 
dictably -is risky business. 



lower rates c>f coital iarmaiion have lu '^ vt> ^ )n \"' 
queue es^ for aj! members of society— tor workers as* 
well as tor the owners, and manaj^rrs of businesses. 

VVhen itM^LimoLj utiice the Rca>^>i3 adniinist^vtion 
to a Iart;e extent justitiod making th\ "tight against 
inflation its number one oontujm- priorih luuuise 
ot tin stimulus loflvr inflation would p\e to ^'V^kjj 
formation /As nt' will st^htor oh, however, the costs 
ot i ihIi ng intkitiiu^nrt it hrriilv rootwd in tlicitoh- 
um\ are sub^tahnalTw3*are not shared Vqu.il 1\ bv so-, 
cietv's monitors. K>r example, it w.a^undorstandctMy 
dittii Lilt tor the Keagah ad ministration to convince un- 
i ; hipluyt'if tiiito vvorkoKth.it tin- tight against mila-tinn 
• ^jumberoue j^rioritv: Heommiists and polit- 
si'ii'htists often observe 1 ii.H a poiicv may bo in the: 
iuitioh.il interest lu^t mav nevertheless bo dilticult to 
ear r\' but beCa Use- some well organized groups per- 
ieive tli.irtiie poluS' is not in^henj specific interest, 
i.ji ii group can think ot mahv reasons win rt should 
be.ev u s ed troni sharing trv^hj^jists oj e\e>r\iting the 
poiiiiv: * ' t^lt- J 
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1,2.2 Mil i\i(/i<\tAiioN I ii ii ;r ()i-in>* Aiit)Nt In- 
flation aKt> lovvoKs eeoiioniii* etfieieitv by ra.iking it 
hiiire ifntfi ult tor Omrkers, iuisiiUNsVianagors, and 
ohtrepreheiijs to iilti'ipfft't eorrec tlv t.he\n)Uomk m sig- 
nals tin \ n iirw. \s ny ntioned m Si Affloikl a iVTt 
market ih ( mu mtih ->\ st^rii cji'[MMid v^n-^u^i h'ingos in 
r'riaVitr priees t<» ^i>; n ^' t ii.nu.;iNjjTji^\VH\iiiaL^tt^i p- 
[ilios of |>artieiiia|- gooijs and si«rviei's .is^vi^Kis Vh^igos 
in tht 1 |>roti'rorH i's oi i Diisunxers. Inflation niakes it 
more ditin tilt to iniorpn*t tho iiio^ij^til \nwv signals. 



When peopJe make economic dcc isUMis,nhe v raa\ tmd 
it difficult to. distinguish between a price increase; that 
is due to intlatic)q aloiie and One That is due to a short- 
ago ot a good or >t j rCice. , ~* 

Consider*, tor example, uor ^ L,r J ^^^^ otro '^- Niiciii- 
gan,,who earn $W):00 per hour. ('mj^t> (lie "prkv" of 
their j.ibor. ) Suppose th$y henrthat workers witlrskills 
simil ir to theiCS un nrc kp ,n £ hired at S 14 (H) per hour 
in Houston; ^as^Shcndd-vvc^rkers interpret this wage 
difference as an economic incentive to.rmwc trdnj 
troit to I loustoiiy? Perhaps and perhaps not. It may^bc 
that the higher iVmston wage is the result oUrrtl«ftion 
that has caused prices in Houston to riso more rapidly 
tfian prices olsowliece. 'Wages, hiay also be iiigher in 
Houston bycaust' f^ntS's there are expected, soon to 
oxceoci thiise vlsoWiere, If either alternative' i.s^ true, 
worker* niay ihterprot the higher \ loustoh" Wag"e>ns 
represontin^ nn opportumt\' tor t njo\ liig a better level 
of hung in I loustoa, but siu h an mti rpretatioii could 
be mi.sl.iken. W r orkers,mav hioCe to I lotistoii anil later 
regK't the decision. Mistakes of this sort are far more 
hkel\ to nuiir when inflation is erratic or when \\ is 
gre^tlv Liheejuvii in different p^rt^ oVthe country. 



3.3 ^TKe Effects «f Inflation on 
■ Economic Equity ( ' 3* \ 

hit the distribution yl iih»>iih" uk''\- i lltli ni \ s<Kiotv , 
Kn-ill I5it,sii,)in Iftrroiy^. foiiit th it th» C ,> rm m liv- 
jii'iijill,i!ii)h tlcstVovvd llu« tU-riiian niiddlo cliiss .liter 
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The Phillips £urve 
An Example" of' the Information Effects of Erratic Inflation 



.On the basis of research by A. Phiiiips and others, 
many economists had come to believe in the 1 960s that 
there was a steble*trad€-off between Inflation and the 
labor unemployment rate. Graphs picturing the trade- 
off— like .the dn§ below— came to be called Phiiiips 
curves. Noted _ M.I r ' economist Robert' Solow de- 
scribed the PhiH'jSs curve as offering a menu of pos- 
sibilities for government policy. The government, he' 
argued. Could lower unemployment but only at the cosK 
of tiigherinffatidh rates, that is, the governmenHhrough 
monetary, spending and tax pplicjy could choosy the 
economy's ftps'tfon along a Phillips curve. Thi^-i? illus- 
trated below by the PC. curve, shows that the un- 
employment ra^e^can b£ reduceaMrom point A to point 
8, but that inflation will beprqater at B than it.was at A. 
\ the idea of'sucJi a trade-of]'b^tween the unemploy- 
ment rate and inflation was di§c_reditedjB_uring the 1970s. 
ThV4Jnited ; ^ates t^fen experienced a period of'higher, 

unemployment and rising inflation rates. It was as if the ' - , . 

Phillips curve had' shifted to<he northeast ('from PC, to for their labor afef products. The result is movement 
PC, in our diagram). That is.ihs unemployment rate at v along aPhillips curve (in our diagram, irom A tc^fi along 




Unemployment rate 



C on Jine PG Awas th£ same as that at %;.pbi with a 
higher rate of inflation than had. previously been^- 
penenced when the Unemployment rate was at A and 
tine economy was on line PC.. Why the shift from PC, 
tp PC P University of Chicago economist Robert Lucas 
provided an answer based on the information effects 
of inflation -When "new" inflaffljn occurs, it is liRely^that 
workers and .businesses will misinterpret rising prices 
and wages as evidence of higher economic rewards 



■ PC;). But as time passes, peopte come to regard Higher 
inflation- as normal. Firms are le.ss'likply to interpret ris- 
ing prices, as higher relative prices for theirpVoducts 
Workers %e\more^ik~eiy to bargain aggressively for 
highei^ages The result js that the Phillips curve swill 
shift' from P£>in PC . Lucas tias thus argtied in<the 
-same spirit as fvS^ef- prize winning economist Milton 
Friedman that no stable trade-off between mflatapnand 
unemployment exists\n the long run 



World Weir I He w^is. answering the* iptportiljit jijiiOs-' 
tion of who i<* hart by inflation' and who-gains front 
it. It NpossibitiiiLdetermineonlv one de.w gairrer from 

1 inflation.-- tM?^>vemmeni (because it is r\ large rret 
debtor see section .1.3. HirM is tarrjiore difficult to 

^.determine which groups of Ojiii/ens \ -Tfie aged; wag? 
turners, low iiu onie families, iH<, --lose the mJaM from 
inflation (secltoh ^.3.2). * 



3.3.1 How (.ovi knmi n r lU Ni f Hs riu^M^ INM.A-; 
iion — nil l i iic r on i glim . Most dj us Inive IumKI 
the rule ol thumb Inflation helps debtors M the e\ 
pi nse (ft creditors.. I his rule is easily understood 
When un mti*£f>. it e4 inflation oelurs (tor example ^ 
percent inflation. Kite when a zero ratv wa^widelv 
expeeted), debtors pay hack their loans-Lit dollars thai 
turn out to have !iiNs value t hail whun'tiu* boirovvitig 
agreement was made, beeause.. the inflation was hot 



expected,, ho inflation* premium \v t vs-built into tnteresi \ 
'rales ait that tihfe. In siuli a case, dyKtors eii|o\ a wind' 
tall* in tl^e form ol a Interest r\i rb' tlniii 'one <ip : < 

propria te to what the rateot in flat ion Kit it turned utH 
to be: Many of us need hot look tar to see evmiples 
iof sueh a wind^: Ask 'those who bought ho\isus in 
'the htc_I9?>tts;of early NdOs what the rate ot/nterest 
on fhej^fxiort^ape is. Tfcie answer is lik'elv to he iri tile' ^ 
5 to (> percent range— quite jow compared to thi-jWrt- 
ga^e rates prevailing in the I l >7()s and earlv I^Sfls; 

The gbverrirnent sector benefits trout ^unanticipated • 
intlation in two wavs: as^a debtor and asa t.t^C(>lk'ci(Tr; 

__ _j ; _ _____ ^itf 

. I he gc>vt ; .rhw»nt fuvtor in the.JJriited States'OederaL 
state, and local) is the biggest ttebior iri our i^nonT^. 
As of rnid^JRI, the grqss.debt of the federat^ovOtn- 
rrituit alone was about SI. 3 trillion, a rid rising,, fly and : " 
lar^e, the gbVernhiehf Sector dives these tfeKts t() the 
household "SL-fcttSi^pHv^ MuthOl thii out- " 
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standing debt'was issued before t^e rhid : 1970s at rjites 
of interest that did hot contain inflation prwiiurris l^rge 
enough to compensate. folr'the inflation that occurred 
thereafter. When that inflation occurred, it provided 

. a gam in the form bf'cfcieafp credit to the government ' 
at the expense of private citizens., . - 

^The government sector benefits fiorh inflation in a 
second way* Realise income tax rates in the United 
States- are not adjusted for inflation. Inflation raises 
effective tax rates, as the following example shows. 
Our tax l^sfiem is progressive, meaning that, other 

'things being ^qual, individuals with higher incomes 
pay a higher pefcent' of their incomes in taxes. Con- 
sider tfie case, of John and Jane Q: Public (see Table 
4): ii^l9BG, they had a gross income of $20,000 and^ 
paji federal income taxes of $2,480; Between 1980 arfd 
198i the* Consumer Price Index increased by 10,4 per-. 

; certt and the Publics' gross income kept pace exactly 
by rising to 522,075. HoWever, because their inpome 
rose, in 1981 the Publics, were taxed at the rate of 13.#"" 
percent instead of their 1980 rate of 12.4 percent. As 
a resul^ the Publics' after^^c income increasecHDUft 
considering the increase in consumer prices, th^y had 
less spending power in 1981 tharjtUn 1980. Thus, the 
Publics actually experienced an effective increase in 
faxes. If federaLtax rates had been adjusted for infla- 
tion— -the technical term for such an adjustment is 
''indexation'' 2 — their tax rate would have remained at 
12 4 percent. In that case, their after-tax spending 
powej would have remained the same in 1981 as in 
1980. . 

v TABLE 4 

The Effect of Inflation on Johii arid Jane Q, - 
Publics' Federal Income Taxes 

: ' 198Q 1981 



$20,000 $22,075 
' 12 4% 13.4% 
'$2,480 $2,958 . 



1. ^ Adjusted gross income , \- 

2. " Tax "rate ' - 

3 Taxes — (line 1' times line 2 + 
100) - - , s ^ 

4 Aftertax income (tine 1 minus ' $17,520- $J 9. 11 7^ 

. line 3-) .... ' '\ ■' 

5 CPI (1955 100 I ^ 247 * v?72 
6. Spending power in 1967 dollars $7,093 $7,028 

(line 4 ~ line 5) 

NbfS: The above a_s_sunnes_tHat_ the Publics Have one child, file a ■} 
joint tax return, and claim Ihe standard exemption. 



Under rridexaJiori, a rise in income that is due to jriflatibp is ritifJ 
subject to anjncrease m tax rate In the example above since] 
the Pu bji cs ' rise i n J nai nyCj 1 . ()_. 4 pe rev n f, w as t h v_ same as t h e 
increasein inflationVrJ*'lr tax rate would have remained at the 
previous year's levufT 1 2^4 percent, instead of rising to t:T4 per- 
cent, and their income after taxes would have remained un- 
changed instead of declining As we ^o to press, indexation of 
federal income tax r^tes is scheduled to begin in I9K5. 



The statement that govemmenj^gaihs from inflation 
^t the expense of taxpayers arid those who hold gbv- 
. eminent debt is an incomplete assessment of the sit* 
Uatibri unless another isslie is addressed. What would 
be the effect on the economy— particularly bri the dis- 
tribution of income among the population— if the gbv- 
erilnlent's interest payments and tax receipts were ftiljy 
indexed for inflation? This is a difficult question to 
,: answer If the government made up the resultant de- 
Crease in its revenue by raising income tax rates (whikT 

f...* preserving i indexation), th^re is some evidence tnat 
income equality would improve. This is so because the 
inflation tax tends to fall more heavily on the poor than 
• does the income tax itself: This means that lowering 
the inflation tax and raising the income ta^ would tend 
"to shift the total ta* bufden from lower-income to 
i* higher-income citizens. * 

If the government tries to make up the decline ip its 

* available cash by decreasing general government 
spending and government transfer payments, 3 the an- 
swer would depend on precisely which programs were 
affected. For example, those who view the overall ef- 
fect of government as improving income equality 
' through transfer payments programs are likely to be- 
lieve that reductions in such programs would be to the 
disadvantage of lower-income taxpayers. 
. It is possible to object to the inflation tax on political 
aj well as economic grounds. The inflation tax is a 
form of "taxation without representation" since rib 
member of the House or Senate need vote for the tax 
and no appropriation bill need be prepared. The Rea- 
gari administration pointed out that the controversial 
tax tuts of 19^1 and 1982 merely offset part of the 
increases in the inflation tax that were a by-product 
of the inflation of the/fate 1970s and early 1980s: 

3.3.2 Who gaIns and who loses from inflation? 
. There have been many studi-es during the past thirty 
- years that have attempted to identify those who gain 
and those who lose from the onset of inflation. As 
mentioned ajpove, these, studies generally find that 
the government seclpr benefits at the expense of the 
household sector, and that the net impact of inflation 
^ dh,the business sector is relatively small. ^But that still 
leaves the question of whether some groups within 
the household sector are more likely to-be Jiurt or to 
be hurt more***;erioasiy than others: 

By and large) the available studies seem to conclude 
that it is difficult to find any groups that suffer sub- ' 
stantially more than others from inflation. To some 
this will seem surprising because there appears to be 



3. Transfer payment* ^ re inaimj.' payments to perscins for which 
they do not render current services. They include payments fur 
social security and related programs; uhempJoyment insurance, 
veterans benefits, food stamps, supplemental security, and other 
benefit or welfare programs. < 
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a widely held view that the elderly suffer much more 
from inflation than do other groups.- Keep iri rriirid, 
however/ that as a group, the elderly are more likely 
than others to own their own homes, and historically 
a home has proved to be a very good hedge against 
inflation. (T^iis means that home prices have tended 
to' keep pace with inflation.) Also keep in mind that 
social security payments are indexed, and that peri- 
• ; sions that are fixed in dollar amount actually account 
io'r a very srnall fraction of the income of the elderly. 
While it/will always be possible to find some elderly 
persons who have been made worse off by an infla- 
tion, the available evidence is that the elderly as a 
group do not suffer rrjore than others from inflation's 
effects, i 

One frequently studied hypotheses concerning the 
incidence of inflation is the wage lag hypothesis: The 
^age lag hypothesis states that wages adjust more 
slowly to inflationary forces than do prices: This im- 
plies that durjng a period of unanticipated inflation 
■ the level of living of wage earners will decline. Pro- 
ponents of the hypothesis point out that workers top- 
ically- sign contracts that specify dollar wages for one 
or more years at a time. These workers must wait until 
the contract expires to try to '"fetch up" with inflation. 
Studies of the vvf^e lag hypothesis have produced 
such mixed results that the only safe conclusion seems 
to be that wages probably do lag behind other prices 
during some episodes of inflatiop but that wage lags 
* \'do not invariably occur* One reason for the ambiguity 
of the findings is that many'union contracts now iron 1 
tain cost-cif-living escalators or COLA's. The escala- 
tors raise wages during periods of inflation, though, 
not necessarily by as high a percentage as prices rise. 

However, there does seem to be evidence c>f a wage 
lag in recent years. Ta^le 5 shows an index of hourly 
earnings (wages plus other cash compensation) for 
the U:S. manufacturing sector between 1978,and 1982; 
On the basis of the ratio of the wage' index to the 
Consumer Price" Index it would appear that wages 
have not kept pace with inflation during this four- 
year period. The ratio declined from 1.06, in 1978 to 
0.98 in 1982. (It is the change in these numbers rather 
. than their precise level that is meaningful.) This sim- 
. pie comparison does not take account of other force 
that may have been at work at the same time. Duriij 
this period there is some evidence that the amount of 
work experience of the average manufacturing worker 
was declining because of changes iri the age and geri : 
der composition of the manufacturing labor force. 

There is a second hypothesis about the impact of 
inflation on the equality of income distribution. It con- 
cerns the relative ability of different groups in the 
^ economy to protect their accumulated savings fri>m 
iosing c buying power through inflation. Savings held 
in the* form of cash lose value most quickly. An in- 
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\ . TABfcE 5 
Recent Wage and Price Data for the U.S/ 
Economy* _-■ f 
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flation of 10 percent per year implies that cash assets 
(currency and most checking account deposits) lose 
10 percent of their purchasing power in the same 
. period: Other assets offer "protection" against infla- 
tion if the, interest which the assets earn tend to £ise 
with inflation or if tjie market value of the assets tend 
to increase with inflation^; housing is an example. 
Studies suggest that middle-income "households have 
been the most successful ih protecting their wealth 
against inflation because they have held most of their 
wealth in the form of real estate^- the farrfrly home. 
Households that bought homes during the late 1960s 
and early 1970s gained in at least two ways. First, they 
' borrowed funds to purchase their homes at interest 
rates that turned put to be a good deal jess than those 
prevailing later. Second^ they enjoyed capital gains 
as the - market prices of their houses tended to keep 
pace with or outpace the rate of inflation. These gains 
by mortgage borrowers carne at the expense of mort- 
gage lenders, especially at the expense of savings arid 
loan associations. >> ' 

The rich and the? poor tend to hold a larger fraction 
of their accumulated savings in the form of cash assets 
arrd thus to iosewnore than the middle class with the 
onset of inflation; Of the two groups, studjes-indicate 
that the rich are quicker to react to. inflation by ad- 
justing their asset holdings in appropriate ways:-The 
poor are slower to respond to inflation for several 
reasons. Low-income individuals are less likely to un- 
derstand which assets will afford better protection; In 
'the most recent inflation,- for example, they, were . 
doubtless less likely to understand the benefits c^f put- 
ting savings into money market funds, a type of asset' 
that became increasingly available during the 1970s. 
The /poor also are more often bound by institutional 
restrictions. During the 1970s assets that offered high 
rates of interest often had minimum purchase re- 
quirements of several hundred to several thousand 
.dollars. Meanwhile, regulatory limitations held iriter : 
est payments on passbook savings accounts to a max- - 
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irrium annual rate of 5 l A percent at commercial banks 
and 5^2 percent at savings banks arid savings arid loan 
societies. 

4 THE CAUSES OF AND CURES 
FOR INFLATION 

As explained in the previous section, the U.S. econ- 
omy would be better off if we could eliminate erratic 
changes in the rate of inflation such as those we .ex- 
perienced starting, in 1966. Unhappily, there is a lack 
of widespread agreement among both economists and 
govern merit policymakers about how to deal with in- 
flation. As a result, any policy designed to eliminate 
or reduce inflation is almost always controversial. Some 
critics will doubt that the policy will be effective; others 
will' claim thafihe costs of ending inflation by that 
policy will be borne unfairly by themselves or by their 
constituents. What follows^j^se^^What appear to 
be the most important expfanatfdhs of inflation and 
the cure(s) implied by each, as well as a discussion of 
why the costs of ending inflation fall more heavily on 
some members of society than on others: 

4.1 The Monetarist View: Inflation 
Results from Top Rapid Qruvrth in 
Hie Quantity o£ Money 

Most ecbridrriists agree that there is a connection 
betwfejeri art ecdridmy'sLmorietaty policy and the rate 
of inflation that the economy experiences. Monetarists 
believe £hat the connection between the growtlj of the 
money, supply and inflation is a close and strong one : m 

" Milton *Friedman,*a winner ofjhe Nobel prize, states - - 
the monetarist position succmctlyf ^ . [Ijnflation is 
always and Everywhere a monetary phenome-* 
non- : : InflafiSrhoccurs when the quantity ofomoney 

Irises appreciably more* rapidly* than output, and the 
more ragkHl^e rise in the quanfity of money pier unit 
of outsat; 'the ^eater the rate of inflation. . ." (Fried- 
man and Friedman, p. 254^' j • . - 

The monetarist explanation odF :inflatioa may be 
(loosely) summarized by the fallowing relationship: , 

Inflation Rate = the .Growth Rate of Money 
minus the Growth Rate of Output * 

This relationship and the/reasoning behind it are ex- 
plained as follows. Growth in the-prpductiorf of goods 
and services (called "real growth" by economists) is 
due to growth in the^quantity and quality of an econ- 
omy's labor ¥drce, .machinery, and raw materials 3s 
wefl'as to i m p ro verne fits* rri technology.. According to 
monetarists, the decision pf a government tb introduce 
more oriess mon^y into circulation cannot have a sus- 



(ffiried effect dri real growth. Real growth dbes, how- 
ever, create ari increased demand for money because 
it implies growth in commerce; Increased commerce' 
means arfmcreased use of money in order to exchange 
greater amounts of goods and" services, and this' in- 
crease gives rise tq a demand for a larger quantity of 
money; 

According to monetarists, if growth in output (real 
growth) averages 3 percent per year, then the money 
stock can ajso^erow at the rate of 3 percent per year 
without creJjMg inflation. But when the money stock 
grows more rapidly than output, inflation results. For 
example, if the government (.more precisely in the 
United States, the Federal Reserve) permits the money 
stock to grow at 13 percent per year when real growth 
is 3 percent, monetarists would predict that aif infla- 
tion of 10 percent per year would result. Why? The 
essence of the answer is that if the money supply grows 
at 13 percent annually, then income, on average, will 
also grow at this rate. Because, .on average, the mem- 
bers of society will have 13 percent more income each 
year than they had the yeSr before, they will desire to 
increase their spending 13 percent per^ear. Since reaj 
growth is but 3 percent, this higher money demand 
for goods arid services cannot be rneNat prevailing 
prices arid prices rise as a result. ..* s T y 4 4 

Governments have at least two 'important motives 
for permitting the money stock to grgw so rapidly that 
inflatidn occurs:' First, asdiscufesed in section 3,jmohey 
growth and inflation are sources of revenue for gov- 
ernments. Since at least the dajfs of' ancient Rome/ 
sovereigns have shaved gold or silver from the coins 
they received inpayment of taxes. The king or notije 
would then coin the gold thus obtained and spend 
the additional coins on goods and services. This pro- 
cess both increases the^suppl'y of coins and lowers 
their intrinsic value because each clipped coin contains 
less gold. King Philip VI of France (reigned 1328-50) 
made frequent use of this practice during the Hundred 
. Years War in order to support his .army. The fluted 
edges that appear on U:S. dimes, quarters, and half- 
dollars were originally intended to discouragej?rivate 
\ citizens from engaging in tfcis.*"sport of kings;" 

The modern counterpart' of coin sh2$jftg occurs 
when the government in effect "prints" new paper 
money^to buy goods and services. The process is more , 
'complicated than simply printing new currency, hub 
it amounts to the sarpe thing. Whenihe federal ^dv- 
ernment s'pends in excess of the r^venue^it receives, 
it authorizes the U.S: Treasury to issue rfevr bonds, 
notes, or bills ir^ordetto raise additional funds. These 
debt securities are goyernmenJ^IOUs proinising that 
the principal wifl be returned and interest paid -at 
stated time's-in the future for the loan of funds now. # 
The new debt securities are sold, by and large, either 
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Moi\ey— Whatrls It? 



Money irl the United states is measured in dollars; 
But dollars in what f<5rm? Bills and coins.? Certainly; 
Checking account balances? Yes. Anything^ else? 4 A < 
great many things, as it turns but, and the definitions)-' 
of money used by economists and the Federal Re-° 
serve — which officially defines money and .collects 

monetary data has been changing. Why? gecause 

as use.s, regulations, and definitions ^alter, so' do the 
number and kinds of things that are classified asmcfiey. 
The main difference among the various classifications 
is that the more kindsbf "money" that are included, the 
further away we get fromwhatcould popularly be called 
"ready cash." f + 

As of early 1983, the Federal Reserve was issuing 
four different measures of ttie money supply (or money 
stock). They were called M-1 L JM-2, M-3, and L. (Fair 
warning — definitions of money may keep changing after, 
this volume has gone to press.) 

In general: 

□ M-1 basically consisted of what ordinary people think 
of as money— currency^ circulation, various kinds 

' of chectyng account balances,, and travelers' 
checks: <. ; 



□ M-2 consisted of- M-1 plus personal savings ac- 
' counts, migpey market funds, and certain holdings 

of banks and others^that are not usually hfeld by the 
public ,at large ^ 

' ■ * 4 *_ 

□ M<3 consisted of M\2 plus large denomination time 

deposits (lafgely cotoorafe accounts), and certain 
• additional?holding£ ofyinancia! institutions. 

□ L trohsisted of M-3 plus treasury bills: other liquid 
Treasury securities, U.S. savings bonds, banker's 

- i . / : 



acceptances, commercial paper, and "Eurodollars" 
held by Lf;S. residents other than banks, * 

: Here were the official definitions of the above cate.- 
gories'as of early 1983. 

M-1 : Averages of daily figures for (1 ) currency outside 
the Treasury, Federal Reserve banks^and the viuits 
of commercial banks; (2) travelers" checSSrof non 
bank issuers; (3) demand deposits at all commercial 
banks other than those due to domestic banks, the 
U.S. government, and foreign banks and official in- 
stitutions less cash items in the process of collection 
and Federal Reserve fiba£ and (4) negotiable order 
of withdrawal (NOW) and automatic transfer service 
(ATS) accounts at banks and thrift institutions, credit 
union share cl raft (CUSD) accounts, and demand de^ 
posits at mutual savings banks. 

* 

M-2: M-1 plus savings and small-denomination time 
deposits at all depository institutions, overnight re- 
purchase agreements at commercial banks, over- 
night Eurodollars held by U.S. residents other than 
banks at Caribbean branches of member banks and- 
balances of money market mutual funds (general 
purpose and broker/dealer), 

M-3; M-2 plus large-denomination time deposits at all 
depository institutions; term FlPs [repurchase agree- 
ments], at commercial banks and savings and loan 
associations, and balances of institution-only money 
market mutual tunds. * 

t; M-3 plus other liquid assets su^h as term Eurodollars 
held by U..S. residents other than banks, bankers 
acceptances, commercial paper, Treasury bills and 
other liquid Treasury securities, and U.S. savipgs 
bonds. 1 



to private lenders (citizens, n^anciaf institutions, and 
foreigners) or to the Federfil Reserve. ^ 
The Federal Reserve (the Fed), the central bank of 
the United States, is also a purchaser of government 
debt securities. When the Fed buys government debt 
the money supply increases as surely as if new cur- 
rency had been printed. To buy, for exampkL a gov- 
ernment bond, the Fed writes a check on itself payable 
to the bond seller. When that check is deposited^ 
the bond seller's bank and the bank presents the check*" 
to the Fed for redemption, the bank gains additional 
funds — called reserves. With more reserves, the bank 
can create new checking account balances arid loan 



these funds to corporations and other borrowers. WheYi 
the process is completed,, the amount of money' in 
circulation has increased: ' «; . .v > 

Efering' the late 1960s, the Johnson administration 
financed its Nevy Society programs and the Vietnam 
War largely ^ "printing" netv rtSoney: Whereas the 
federal government ran an average annaal deficit bf 
$3.7 billion in 1961 and 1962, during the 1964-68 pe- 
riod the average annual deficit fose to $10.2 billion. 
A substantial part of that increased deficit evidently 
was financed by. new money. While the U.S. money 
supply rosj? at an annual rate of only 2.6 percent be- 
tween 1960 and 1962, between 1964 and 1968, the 
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money supply grew about twice as fast— 5.3 percent 
per year, (The definition of money used in these com- 
putations is M-T; see the box entitled "Money— What 
Is It?" for a description bf ijhe term.) 

It is interesting to ask whether U.S. conduct in both 
the international and domestic spheres would have 
been the Sartifc if the Johnson administration had lev- 
iecTlrighet or new taxes to pay for both theyNejv 
Society programs and the Vietnam War. Would pubjac 
support for the Vietnam War have declined more 
quickly if the minds of the public had linked tha^war 
with a tax increase large enough to pay the war's costs? 
Would support for the New Society programs have 
diminished? On the other hand; could it be that the 
public understood even in 1964 that the costs of the 
war and these programs would include the inflation 
that was to come in the late 1960s and early 1970s? 

Governments also allow the money supply to grow 
faster than the rate warranted by real growth io try; 
to mitigate the effects of recessi6ns. During reces- 
sions, total prodaction declines, labor unemployment 
jises, and investment in new plant artd equipment 



falls. The Fed may try to offset these effects by in- 
creasing the rribriey supply, thereby making credit 
cheaper arid more widely available. The idea is that 
easier credit will stimulate investment and the pur- 
chase of "big ticket" items such as automobiles. This 
stimulus will in turn lead to increased production and 
employment. Counter-recessionary policy of this sort 
is often referred to as "leaning against the wind" be- 
cause the Fed attempts to use the stimulus of mon- 
etary policy to offset the "ill winds of recession:" 

Monetarists think that leaning against the wind is 
bad economic polic$\They believe that at best such 
a policy can postpone but not eliminate excess un- 
employment, and that the cost of holding off un- 
employment through monetary policy is higher and 
more erratic inflation. In his 1968 presidential address 
to the American Economic Association, Milton Fried- 
man recommended that the Federal Reserve avoid 
attempts to lean against the wind and instead "plot 
a steady course for tj\e UL&. money supply." He said: 

By setting itself a steady coarse and keeping to it, the mon- ' 
etary" authority could make a major contribution to pro- 



Are We All Monetarists Now? 



A major change in the conduct of Federal Reserve 
monetary policy took place on October 6, 1979. Prior 
to that date the Fed was. by and Idtoge, an "interest rate 
watcher." When interest rates, rose -above levels ap- 
propriate to its current policy? the Fed would, buy, gov- 
ernment securities, which* raised fhe amount of credit < 
available in tb^ "banking system 'If interest rates f • 
•beloft the appropriate levels, th&Ffcd would sell gov-' 
ernm'ent secCir|tife$, which lowered thB amount pf credit 
available to the banking system. Monetarists criticized 
this pmcedure because they believed^ Jt produced 
higher and more erratic grpvyth in the money supply 
' pan was necessary; which in turn led to higher and * 
more erratic inf lation. On October 6, 1 979, Federal Re- 
serve 0aard CKairman Raul A, Volcker announced a 
change in t^e Fed'sjbperSrig procedure: He said that 
thgre.after-the £ed; would pfeiQ^gr^ater emphasis on 
controlling-, the ^growth in the mortey^supply, and Jess 
emphaSjSf oh controlling the level of interest rates. 

Critics have mixed Views both on'wnether the Fed 4 
has been faithful to its new strategy, and on whether^ 
fhat strategy has been successful. Some bf the criti 
cisms are: 

1: interest rates jweb^nj^ty^atile since late 1979, 
which has adde$J a great deal of uncertainty to fi- 
nancial markets: 



2. Money growth became more volatile tha'n it should 
have been> The money supply followed a roller 
coasted pattern during 1980 . falling tod rapidly ber 
tween February and^May, growing again between 
May and October, and the falling once more be- 
tween November and year's end: * , , - ■ ■ ■ - ; 

S.^e^dVpoiiby-was top harsh (faring the onset of 
% ""the recession in 1981. By aHo'wing interes^rates to 
rise^o well above 15 percent, the Fed assured tha! 
disable goods Industries such ps autos and con- 
. struction, which are very sensitive ;to the level of 
^ ■ interest rates, wjaafd suffer substantially; 



The Fed might respond that its policy had substan- 
tially lowered inflation. It might also point out that the 
Actions of banks, ^sinesspoop^ 
not lust the; FedVde^^ ;mu$h the 

quantity of m^ « 

Has the Fed become completely monetarist? Prob- 
ably not For example, durigg 1982, the money supply 
grew more rapidly than indicated by the Fed's own 
targets: Chairman Volcker explained that the money 
supply was permitted to grow owing to innovations in 
financial practices and in regulations thai led id unu- 
sually high public demand for cash balances. This kind 
of discretionary behavior by the Fed is not the sort Usu- 
ally recommended by strict monetarists. ; * 
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rooting _ economic stability. By making the course one of 
steady but mod^raK^rowth in the quantity of money, it 
would make a major contribution to avoidance of either 
inflation or deflation of prices. Other forces would still affect 
?9?. i i°l?Yi J^^^_c^nge and adjustment, arid disturb 
the even tenor of our ways. But steady monetary growth 
would provide a monetary climate favorable to the effective 
opera tibri of those basic forces of enterprise, ingenuity, ifv 
vemion, hard wxsrk, and thrift ttiat are the true springs of 
econbfnic growth. That is the most that we can ask from 



_ monetary policy at our present stage of knowledge. But that 
N ^}_uch— : arid it p a great deal— is clearly within bur reach 
(ftfiedman, p": if). y 

Are the monetarists fight or wrong in their views 
about money, inflatiotl; arid ecdhdmic policy? There 
is .substantial evident^ that economies with higher fates 
of money growth eventually experience higher fates 
of inflation. One kind of evidence 'is presented in Fig- 
ure 1; This figure charts the average annual rates of 



Figure 1: Money Growth and Inflation, Selected Countries. 1971-81 
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money growth arid inflation for thirteen industrialized 
countries between 1971 and 1981; It shows that in this 
period average money growth ranged between a low 
of 7:7 percent for Switzerland to a high of 19.3 percent 
for Spain. Over the same period, the average inflation 
rate ranged between 5:0 percent for Switzerland to 
15 9 percent for Spain: Ail intermediate cases, includ- 
ing the United States, lie on or close to the diagonal 
line, which depicts the average relationship between 
monetary growth and inflation for all the countries 
shown. The line indicates the strong positive relation- 
. ship between money growth and inflation that rrion-, 
etarists predict. J 

Some words of tuition about Figure 1 are in order 
here. It doe* riot tell us why or how quickly higher 
money growth leads to higher inflation. Nor does it 
rule but the possibility that, during this period, both 
inflation and money growth were responding in sirn- 
ilar ways to other or Underlying economic forces tnat 
are riot shown in the figure. 

4.2 Do Government Budget Deficits 
Cause Inflation? 

Many placed the blame for inflation during the 1970s 
and early 1980s on deficit spending by government: 
It is certainly true that federal government deficits were 
large daring this period: Between the first quarter of 
1975 and the fourth quarter of 1980, these deficits 
caused federal government debt to increase at a rate 
of 13 percent per year"; more, than double the rate of 
any previous six-year period since World War II. By 
the ericjpf 1980, thirty state legislatures" had approved 
resolutions petitioning fqra constitutional convention 
that woulp! consider an amendment requiring the fed- 
eral government to balance its budget each year. For 
example, 1979 Missbu rrSjate Seriate Resolution Nurri : 
ber 13 declares: ". . . it is widely held that fiscaj irre- 
sponsibility at the federal level, and the resulting 
inflation, is the greatest threat which faces bUr nation 
today/' 

What is a government deficit? Li% each of us, the 
government must pay for tri£_£Oocft and services it 
buys. By far the most important soTrrce of government 
income is tax revenue^ (The government also derives 
revenue from, e:g:, government-owned enterprises 
such as the national parks system and tarriffs on im-~ 
ports.) In 1980, the federal government disbursect $602 
billion; it had receipts of $541 billion, of which ap- 
proximately 90 percent came from taxes. The govern- 
ment deficit is simply the difference between 
government disbursements and receipts. Thus, in 1980 
.the federal government incurred a deficit of $61 billion, 
trhe federal government must finance its deficits in one 
*of two ways. It either borrows from private citizens 
by selling them government debt securities or it "prints" 



new money by selling government securities to the 
Federal Reserve. During 1980, approximately 10 per- 
cent of the deficit was financed by sales of government 
securities to the Fed and 90 percent by sales to the U:S: 
and foreign private sectors: 

Some people oppose government deficits because 
they believe that deficit spending promotes the growth 
of government. During his 1980 presidential cam- 
paign, President Reagan often claimed that govern- 
ment, and particularly the fecteral government, had 
grown too large. He argued that government today' 
performs many economic tasks and provides many 
economic services that would be more efficiently un- 
dertaken by the private sector. Those who share this 
view -generally oppose deficit spending by govern- 
ment because they believe that governments would 
adopt fewer programs if they were required to levy 
taxes for each program undertaken. They reason that 
voters wbUld support fewer new programs if they 
clearly understood that they must pay for them in the 
form of higher taxes. 

The foregoing views areinteresting, but we need to 
explore another point: at a grven level of government 
r spending, does it matter if the government pays for 
that spending through taxation, through sales of its 
-debt securities to the Fed, or through sales of its se- 
curities to others? Based on the available evidence, a ■ 
reasonable answer appears to be that deficit spending 
does not always and everywhere cause inflation; but ; 
rather, the contribution of deficit spending to inflation 
depends on the; state of the economy. * _ • _ 

Governrriertt bucket 'deficits need riot Uriply'ihflaf . 
tion if th(^y otcur when thp ecpnomy is oper£tir%\vitji. 
.'substantial excess capacity, as would be the caseXn T* 
* severe ecb rib mi c down turns. During the decade* of tjie 
Great _ Depression, the average annual budget deficit 
was $2.04 billion. This^awiQunt may seem small but at 
the time it amountefd to 2.7 percent, of the average 
annual gross national product of $76-5 billion. By com- 
parison, the 1980 deficit of $61 billion was 2.3 percent 
of the 1980 gross national product of $2 6 trillion. Be- 
tween 1930 and 1940, however, the average annual 
rate of price change was minus 1 .3 percent— -deflation, 
not inflation! That is, during the Great Depression, 
prices fell persistently even though the federal gov- 
ernment persistently incurred quite large deficits com- 
pared tq the levels of national output. 

In calendar 1982 the inflation rate fell from its dou- 
ble-digit levels of the preceding three years to 6.1 per- 
cent, although the federal government wars climbing 
to the largest deficit in its history, $110 7 billion. Some 
economists considered the 1982 experience to be ad- 
ditional evidence that deficits do not cause inflation. 
Others disagreed, pointing out that during 1982 the 
United States experienced its worst recession since be : 
fore World War II. These economists attributed the 



^ C* 25 . . 31 



v 



low inflation jates of 1982 jo the recession and ex^ 
pected that thelarge deficits being estimated for future 
years would lead to aVjwump^tpn of double-digit in- 
flation once the recession ended? 

If the economy is nbtjn a ^evfere recession, large 
budget deficits tend to contribute at least indirectly 1p 
inflation through the monetary process, targe deficits * 
put pressure on the Fed to increase the money supply, 
arid increases that exceed tile pa^of increases in real 
output tend to produce inflation^ as was explained in 
some detail in section 4.1. y 

Economists Thomas Sargent and Neil Wallace of 
the University of Minnesota have argued that the con- 
nection between deficit spending arid inflation is more 
direct than monetarists believe. They argue that all 
deficits, riot^rily those financed by "printing" money, 
are inflationary. Basic to their view is that the ultimate 
source of funds to finance current deficits is future 
tax receipt's. Whether the Treasury borrows from the 
Fed or from the private sector today cannot alter the 
fact that eventually taxes must be raised to pay those 
deficits. Thus, they argue that deficits cause inflation 
because they create a future tax burden. Sargent ar- 
gues that the hyperinflations following World War I 
ended only when the respective governments made 
credible commitments to stop deficit spending. 1 

4.3 1$ Inflation Demand Pull, Cost 
Push, Neither/ or Both? 

For a long time, economists divided inflations into 
two types: demand pull and cost push. Demand-pull 



inflation was thought to result from so rapid a growth 
in desired spending for goods and services that de- 
mand outstripped; supply. Such growth could arise 
frci^l»^rivate or public sectors of the economy — or 
from both; Inflation in this case results until demand 
is restrained or supply catches up. 

Cost push inflation was thought to occur when in- 
creases in the costs of production were passed on to 
consumers in the form of/higher prices; Wage In- 
creases were thought to be an important source of cost-^ 
push inflation. New wage contracts in the larger in- 
dustries were studied for signs of trends that might 
increase or moderate inflation from this source. 

A more current view is that although inflation may 
begin on either the deitiand side or the cost side, every 
episode of inflation affects and is affected by both de- 
mand arid supply forces. As an example, consider again 
the inflation of the late 1960s. That inflation began on 
the demand side: the Johnson administration in- 
creased government spending without cooling private 
demand through a tax increase or higher interest rates. 
But the supply side of the economy was soon involved. 
Workers quickly realized that rising prices were cut- 
ting the spending power of their paychecks. There- 
fore, at contract time they began to bargain for wage 
increases that would compensaiejhem both for {he 
spending power already lost anctoforrhe future infla- 
tion they expected during the ipe of tfteir contract. If 
we had looked only at the f^Iv "frames of film" that 
showed the wage riegotiation^&noy their effect on 
prices, we would be tempted toiconclude that the" 
workers' demands, for higher v*agf?s caused inflation. 



Do Unions Cause Inflation? 



Scapegoats are handy, especially when jacing a 
problem as serious as inflation, it is not unusual to hear 
charges that unions cause inflation. But economics of- 
fers no foundation for this charge, inf lation is persistent 
growth in prices — month after month, quarter after 
quarter, even year after year. It is true that, at a point 
in time, the existence of labor unions will givfe rise to 
wage demands that will lead to larger price rises than 
would take place if the unions did not exist. But only 
growth in unionization and not the existence of unions 
itself can explain persistent growth in prices. 

In fact, the proportion of the U.S. labor force that is- 
unionized has been decreasing during the past tvTOnty 
years. In 1964, 30 percent df the civilian labor force 
was unionized. By 1970 r that fraction had' fallen to 28 
percent by 1978 to 23.6 percent, and the 1982 figure 
was prfobably lower. Nor is there evidence that existing ~ 
unions grew more militant during this period, "Thi§ is- 



indicated by the ^decline in the average number of days' 
a year Ipst during labor disputes per member of the 
labor force. The statistics also show thatunion militaricy 
decreased during the y p ears in which the inflation rate 
was high as measured by the Consumer Price Index 
(CPI). . * 
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It seems rrigre accurate to jpsiri^^ig^ef ; w*jTf;es a$ 
one part of a comj^px'ihQ^ 

responded both to }|fe ihfldtidfTthJy ^ad^expeJfeficed 
;ahd the inflation .they expected. Tljese responses, in 
turn, gave additional momentum to t\\e rise bF prices. 
_ Supply shocks — -shocks occurring to th£ production 
secfor of the economy — -were clearly ariirinjrortarit cauSe 
of inflation during the 1970s. The most important of 
these were a series of oil price shocks. Between 1973 
arid 1974, the Organization of Petroleum Exporting 
Countries (OPEC) raised the prices of crude oil four- 
fold from approximately $2.50 to approximately $10100 
per barrel. Further price increases followed so that trie 
price of crude rose to $31.00 by the end of 1980. Theyse 
price increases quickly coritributed to a rise' in the prices 
of goods and services in the United States: During the 
years preceding the 1973 oil price shock, the United 
States was developing an increasing dependency on 
foreign oil — a dependency that proved difficult to re- 
verse: In 1972, the United States imported 29 percent 
: of its total petroleum supply from foreign producers. 
By 1977 that figure had increased to 46 percent /£s 
more expensive oil worked its way through the sys- 
tem, U.S. consumers paid for the higher colt notunly 
at the gas pump, but also in the form of higher utility 
bills, higher food prices, arid higher prices for most 
manufactured goods. 

Gradually, however, economic Forces began to re : 
verse the trend to increased dependency on foreign 
oil. Production techniques and Consumption habits 
were altered to economize on energy use. People in- 
stalled more insulation in homes and replaced large 
autos with smalle/ ones; some even began moving 
from the suburbs back into the cities. The 1980 decision 
by the Reagan administration to remove the last of the 
price-ceiling regulation^ on petroleum produced in the 
United States worked to encourage the search for do- 
mestic oil deposits and for their development. By the 
second quarter of 1981, petroleum imports fell to about 
36 percent of total petroleum supplies in the United 
States:* 

How much ofi the inflation of the 1970s was due fo 
increasing oil prices? Economists appear to agree that 
petroleum price increases explain some, but npt all, of 
that inflation. Professor' Michael Darby of UCLA points 
out that other inflationary forces were at work during 
the period of the first OPEC shock. He argues that, 
even without the OPEC price increase of 1973-74, prices 
would have increased' as the Nixon wage and price 
controls were dismantled between 1973 and 1975. The 
average annual U.S. inflation rate in the 1973-^7,5 pe- 
ri old was 9.2 percent. Darby estimates that only 4 per- 
cent was due to the oil price? shocks, (darby, p. 748). 



4. The petroleum data are from various issues of the OECD pub^ 
• licarions Quarterly Oil Statistics. and Crude Oil Import Prices. fc 



jl Pi&jSesbr Robert Gordon of Northwestern has argued 
"ir that much of the inflation of the 1970s resulted frorri 
monetary. sHhiulyjrbvided by the Fed in an atterript 
_-• to offset jhe jfrfeessibriary effects of the oil pria^rises, 
" "Jxihjl^ti^ the Federal Reser^? Bank 

of _St^kpuij£ ^ h^s-^tl^ated that energy price increases 
^^8:tHe'U.S; intlatibri^rate Ijy 2 percent during 1974 
atid >9>S, 3,percerit during 1979 arid 1980, arid by 
only jOTairafftoUrits at othe^.timeS dlifirig the decade 
^♦(Talom.p.ll). ■■ --■ ' • . 

■ * 4.^The Curtsjor Inflation ? 

By now it will be clear ~th$| "the r cure" for inflation 

„ depends upon one's , view of the pauses of' inflation. 
The jribri^tarist recommendation is straightforward: 
the Federal Reserve should provide the economy with 
steady growth in the money suppjy^of between 3 and 
5 percent per year. The Fed, should not alter money 
growth in response to either high interest; rates or signs 
of a recession. Monetarists believe there is solid evi- 
dence that inflations substantially, if not ex£luisiv4jy, 
a monetary phenomenon. The* jnore thaf money 
growth exceeds^ the 3 to 5 "percent range, Ihe higher 
the inflation. The more erratic the "excess" , money 
growth is the 'more erratic is the resulting* inflation: 
The monetarist pc^pgm is not universally endorsed: 
Many economists continue tobelieve that the Fed can 
effectively offset recessions by "leaning against .the 
wind:" They regard the resulting inflation as not too 

\^ higTP>s^rice to. pay in exchange for .lowering 
unemployment. ■' . 

Those wha believe that government deficits cause 
inflation also make a* clear recommendation: the fed- 
eral goverrimmt should balance its budget. There are 
„ at least two schools of thought among the "budget 
-balancers." Tne first would by law require the federal 
gbverniSerif fo balance its budgeLeach year. The sec- 
ond takes aUess severe stance. It believes that the fed- 
eral government should be permitted to run a budget 
deficit during Secessions in order to provide assistance 

. to,pebple who are severely affected by the recession. 
During recessions, tax revenues are lower than normal 
because fewer people are working and earning in- 
comes, at the same time transfer^payments are higher 
than normal because more people qualify for unem- • 
ploymejit insurance, «food stamps, and other public 
assistance programs: This second group , would require 
[the government to average a balanced budget on a five-^ 
to ten-year basis: \ • • • 

- ■ As stated earlier, it is clear that budget deficits con- 
tribute fo inflation at least indirectly. Nevertheless, 
. the Congress is likely to perceive any attempt to re- 
quire an annually balanced budget as a serious threat 
to congressional spending discretion. 
, Two other suggested p^icies that merit discussion 
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Thetiold Standard: A Cure for Inflation? 



HiL ton Head, S C ... - Gbjd bugs are boning up on beryllium, and it's probably just as well. 
I h6 .U§ : . Presidential Gold Commission, having already voted against restoration of the 
gold. standard is winding up its affairs and soon will issue its final report And as if to'drive 
one fast nail jnfto] the gold standard's coffin, some 50 economists gathered here the other 
day fora posl-morterrMike conference caiied A Retrospective on the Classical Gold Standard: 
The consensus more orjess: Even at the height of inflation two years ago the restoration 
of the gold standard was an idea whose time had not and probably never would come 

--"Gold Standard Doesn't. Appeal To Economists," by Lindley H. Clark 
Jr., Wall Street Journal, March 26. 1982 



During the past several years, there/tfas been a re- 
surgence of interest in the gold standard as a strategy 
for controlling -inflation Theri&w^-ffem above refers to 
the presidential con^ssiorTfflatwas appointed in 1981 
to study the advisability of reintroducing the gold stan- 
dard in the United States. The commission submitted 
its report in 1982 and overwhelmingly declined to en- 
dorse any version erf. the standard. _ 

First things first Thece are many versions of the gold 
standard and a wide variety of plans have jpeen put 
forward. What they hatfe in common isthe proposal that 
the Federal Reserve be required to hold a certain amounts 
9f gold for each dollar that it issues. wheHier In the form" . 
of currency or of bank reserves As a result of these 
proposals, the Fed would only be ab\& to increase the 
money supply by increasing-the amount of gold it holds 
Proponents of the gold standard believe that such a 
gold reserve requirement would make it very difficult 
for the f^d to* sustain the sort.pf rapid, money growth 
that contributed to The inflation of the 1970s and early 
1980s. ' . " : . 

• Qth^Kgold standard proposals go beyond the ne- 
cessity of holding a gold reserve: A piure gold standard 
would require that the nation's currency be convertible - 
into gold: Still other, plans call for an agreement among " 



the'' central banks of the- world's major economies to 
fix — ''peg V-the price of gold in terms of paehjbf their 
currencies. Under. this proposal, the Fed would be re 



quired k to hold trie dollar price of gold within a narro 
band about the peg', thai is,, to buy dollars with gold 
when the"dollar price of^gold rose aboye the peg and 
to buy gold with dollars when the. foliar price of gold 



fell below the peg. The effect of ^uch a pegging agree- 
ment would bejo>e-establish a system of fixed ex- 
change rates among the world's major currencies such 
as existed between 1945 and 1973. 

According to proponents of thj& gold standard, its 
chief advantage would be to guarantee monetary sta- 
bility. The Fed would not be able to print money to 
finance the Treasury's deficit or to offset the effects of 
a recession. The gold standard would; it is argued, lock 
the Fed into a conservative monetary policy. 

Those opposedjo the^gold standard include a ma- 
jority of the members, of the commission and of the 
economists mentioned in the news item, While a com- 
plete discussion of their views fe beyond the scope of 
this, discussion, at least two points deserve mention. 
First, the world's supply of gold is. subject to random 
supply shocks' associated with the discovery of new 
gold mines, the technology of mining, and the vicissi- 
tudes of world politics. Consequently, it is a mistake to 
assume that the supply of gold available to the Western 
world will grow smoothly as time goes on. The oppo- 
nents of the gold "Standard fear that instability in the 
gold market would be translated into general economic 
instability, through ^the workings of the gold standard. 
Second^in the^past ± nations have abandoned the gold 
standard when it was in their interest to do so. Hence, 
the opponents point out that the 1 gold standard is not 
a foolproof substitute-for a general cd^mjtment to sta- 
ble growth in the mo^y supply: - % 4l 

Whatever one's assessment of its relative advan- 
tages and disadvantages, the re-establishment of the 
gojd Standard does not seem to be imminent: . 



a re : ( 1 ) Wei ci n d price controls, (2) ind exa tio ri . E cbri : 
ormsts frequently disagree about policy. But they speak 
with nearjjnanimity on the subject of wage and price 
controls, rut bluntly, most economists believe that 
wage a ntf price controls are a bad idea. There are 
several reasons why. First, controls seriously hamper 
the economy's signaling svstern. Wages and prices 
must be free to adjast so that economic signals in the 
form of relative price changes can be passed from 



consumers to producers and back again."' Second, wage 
arid price controls -do hot eliminate the causes of iri : 
flatiori. If .too much money continues to "cha^e" the 



It relative prices art* not alfowed to cKmge : — or do not change . 
quickly enough — wisuriicient projiaiion of stnru* good's and 
services may. resuljt. Tl>is condition usually lead 4 ' to absolute 
shortages ,-of some products; long lines or. "-black markets*' ii! 
retail outlets, the coriivhtratioh of production 1 ih liTgHer-price«T 
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iall consider is 
interest .rates, 
benefits, Unerri- 
stamps, public 



amount of goods and service^ available, controls can- 
not alter this imbalance.. When the cohtrbfe are lifted, 
as they eventually mu^ be, iriflaHbri; resumes. Arid 
third, it has proved difficult to apply cbritrbls'sb a«T : fp 
affect everyone in -the economy in a sensible and eq : 
ui table way. In particular, when controls are Under 
consideration, there is a greaTdeal of activity bH the 
* part of special-interest groups ,as each attempts to 
secure a type of cbritrol-^or ajobphole— tha* serves 
its own interests. " 
- The last policy for inflation wt^ 
indexation* ,Under indexation, wagd 
transfer payments (social security 
ploy men t insurance payments, fooc 
- assistance benefits), and tax schedules all rise auto- 
* matically to reflect increases in the general level of 
prices. Many labor contracts in the United States are 
already indexed. Over 9 million workers have wage - 
contracts that include so-called cost-of-living adjust- 
menU(COLA) clauses that are tied to the Consumer 
Brice Index: And, ^ discussed in Section 1/ social 
security benefits have been rising automatically along 
with increases in theCEPI. Beginning in 1985, the United 
States federal income tax tables are scheduled to be 
indexed, to eliminate the phenomenon of "bracket 
creep" discussed in Section 3. 

What would be the effects of legislation that re- 
quired wages, interest rates, transfer payments, and 
taxes to be tied to a measure of prices? Economists 
have only begun to study this question arid a^y an- 
swer must be regarded as tentative. Indexation ap- 
pears to have both advantages arid disadvantages. 
The main advantage is that for many people index- 
ation would remove the uncertainty brought on by 
inflation. Under indexation, lenders would be assured 
that the buying power of the interest they receive 
would rise along with Inflation. Workers would be 
assured that the purchasing power of the wages they%, 
receive would hot decline: A second advantage is that 
indexation would remove much o A f the economic in-, 
centive for government to gei^rate inflation: Under 
indexation, inflation would no longer produce auto- 
matic tax Increases and cheaper borrowing'costs^or 
government: 

There are several possibly seriou$ disadvantages to 
indexation. Firs indexation would tend to raise un- 
employment in some situations. Supply shocks such 
as the OPEC oil price increases provide an illustration 
^pf how this might occur. Sharp rises in oil prices ad-# 
versely affect industries heavily dependent on oil. 
Output in those industries falls, arid the demand for 
labor in those industries falls as well. In such a case 
either wage rates mu£t fall or employers will cut back 

- ' - - *fr> ; - _ — — 



goods or services, inferior quality of goods and services, dis- 
tortions in interruMonai trade, and the like. 



bri the quantity bnabbrernplbyed, ff>^e indexaHon 
prevjentod wage^rrtim falling, it wtiultl contribute to 

urierhployrrieriHri those industries. i * 

. Second/ rib cbrisurrieTprrce index j^rfcctly reflecJs 
the cost of living of any household. We have alreadUr 
seen tliiU the widely used CPr tends to overstate the 
cost of living. Other indexes ha ve been developed that 
avoid the problems of the CPI, but riorie is perfect. 

Third / indexation treats the/' symptoms" of iriflatidrt 
but does hot actually provide a cUre. Some economists 
•argue that government budget deficits would actually 
cause more inflation with indexation than without it. 

deficit vVUUld bring on even larger deficits because 
indexation increases government transfer payments. 
These increased payments enlarge deficits, which in 
turn require government borrowing to.rise: The larger 
borrowing tends to raise interest rates, which in- 
creases the deficit further: These still larger deficits 
would cause stjir higher inflation, borrowing/ and in- 
terest r^tes — and so on and so on. * 



4.5 Ths Costs of Ending Inflation 

[r^trb^idJUclifig this discussion, it is.important to point 
out that/ Once firmly established, inflation is costly to 
end; Two types of cost are: (a) the cost of upset plans 
arid (b) the cost of higher than^normaj unemployment 
during the transition to lower inflation. Moreover, the , 
costs of Ending inflation arj? riot shared equally by all 
the ihernbers of society. The rest of this section ex- 
plains why. 

Inflation is costly to end because the terms Under 
which rflany people will have entered into contracts 
and made other. economic plans 'will be based on the 
assumption that inflation wilj continue at previously 
prevailing rates. For example, if the inflation rate falls, 
people who borrowed funds on a long-term tjasis at 
an interest rate of/ say, 15 percent will later find the 
true cost of borrowing to be higher than they expected: 
Employers itiay have agreed to a labor contract with 
wage ihOr£ases of/ say, 12 percent in the expectation 
that»the prices of the; products they produce would 
increase at that rate jdr more. When inflation slows, 
the agreed upon wa w ge increase will prove to be more 
expensive than it appeared at contract tirrue and some 
employers will probably lay off workers* as a result. 
Similarly, people who took on large mortgage pay- 
ments for a house expecting that their wages would 
grow quickly wilMifld the paymerits to be more bur- 
densprrW^and to be burdensome for a Jpnger rime^ 
than they expected/ ' 

The racist important cost of ending inflation and the 
reason that the burdens of ending inflation *re hot 
borne equally by all members of society is that a period 
of high unemployment is likely to accompany the tran- 
sition from high inflation to Jaw inflation. Such a pe- . 
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ridel 6F higft unemployment was observed in the United 
States in 1981 and 1982. (Unemployment rates were 
still high by historical standards as fhis manuscript 
went to press in 1983.) The urideriyirig reason; as ex- 
plained earlier, is that as the Fed cuts the rate of growth 
in the money supply, interest : rates rise. And higher 
interest rates put a recessionary pressure on the econ- 
omy in addition to that contributed by. the labor con- 
tract effect just described.- Not all industries nor all 
workers are equally affected, however. Higher interest 
rates have greater adverse effects in industries that 

* produce goods for which buying is relatively easily 
postponed. Consumers say: "Let's wait until interest 
rates are lower to replace the family auto,'' Business 
people say: "With interest rates so high, this is not a 
good time to add new. Machinery or to replace bid 
machinery in the factory." 

What are the prospects for ending inflation 'in the 
United States? We have already mentioned that inl.982 

* the inflation rate fell more rapidly— from double digit 
levels to 6.1 percent — than many thought possible. But 
unemployment rose as well, to nearly 11 percent in 
the Tlosing months of the year, the highest unem- 
ployment rate in the United States since the Gr^ 
Depression. The Gallup Opinion Poll regularly asks a 
representative sample of U.S. residents: "Whatdqyou 
think is the most important problem facing this coun- 
^ today?" Every year between 1973 and 1980 more 
people gave "inflation" or "the high cost of living" than 
any other answer: But the April 1982 poll revealed a 
significant change in public opinion: only 24 percent 
answered "inflation" whHe 44 percent answered "un- 
employment," When asked specifically: "Which do you 
think the federal government should give greater at- 
tention to-r-trying to curb inflation orlryirig to reduce 
unemployment?" 49 percent responded "reduce un- 
employment" while 44 percent responded "cunb in- 
flation." As this was being written, the question is to 
what extent that change ;in opinion will bring oh a 
change in national priori ties, arid how fast opinion <Srid 
policy would ^hift again if unemployment were re- 
duced significantly! - 
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- ¥ No one in our country is immune from the effects of inflation. All/of Us; including secondary 
students, have been affected in one way or another by rising price/ uncertain interest rates for 
borrowers and lenders, and other consequences of inflation. If>$(Qu surveyed your classes you 
t would probably find that triost students were unable adequately tt^define inflation. It is a term 
tjjearci and read about saoften one Would assumg, everyone knowjsJSvMat the definition isyjt fact, 
mtfny people do not. . : ; * * >^ 

I The problem ofinflatifcn is complex. As with most complex problems, it is not easify solved. 
The instructional activitie&on the following pages are designed to heip students examine various 
aspects of inflation— what it is, its causes, how* it is measured, and how it affects individuals and 
^grougs. The complexity of trie problem will become apparent to students as they attempt to 
'analyze actions proposed for controlling or reducing inflation and the Sacle-offs these actions 
involve. 1 




Instructional Objectives 



1. Assess their own knowledge of ; the causes and consequences of in- 
flation arid recognize any misconceptions they might have. 



Related 
Instructional 
Activities 



2 . s -Define inflation. 



3. Calculate changes in the Consumer Price Index and explain the func- 
tion of price indexes generally. .. J 

'. — • * -■ - — 

4. | Compute the rate of inflation. . 



i "^Interpret Consumer Price Index tables published by the Bureau of 
* 2 tabor Statistics. 

* ^5. 'Compare trte inflation rate in the United 'States to that of other 
countries. • • * r x 

Describe the effects of inflation brwndividuals and groups in a society 
and on the econdrny as a wnole. 

"i8. Distinguish between high inflation rates and hyperinflation. 

• ; ' ■_ - _ ' ^ *> 

. . 9. Explain the different points of view, on the causes of inflation;. 

\ r . . \ * _ _ \ .... * . 

> 10/ describe actions of the federal government that can contribute to 

: inflation. i , 



1, 2, 3, 5 

2, 3 
2, 3 

2, 3 : 
3* . 

3, 4,5, 6 _ 
4 

4,S 

4, 6. 
6 



11. .Analyze ftTderaNgoveiriment actions for controlling or reducing ih- 
* flatidri arid state the trade-offs involved. 

/ • • , , . • . v • 

Ail handouts and visuals for the instructional activities are on perforated sheets at th# back of 

this publication; V ^ J* ' . - ' 

■ ; ) • " ' - 
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Instructional Activity 1 

> INFLATION QUIZ 




iNSTRUCTIONAt 

Objectives: 



Recommended Use: 
Time R^quire^: • 
Materials Required: 
Rationale: * 

/ 



Concept: 



to introduce the study of inflation; 

One class period. 1 " - 

Handout 1-1. - 

• 

The Use of a pretest fdrintrdducing the study of inflation 
serves two purposes. First, students become aware of 
their Knowledge (or the limitations of their knowledge) 
about the causes and consequences of inflation and how 
it is measured. Second, teachers obtain information en- • 
abling them to select from among the various materials 
and instruc^ihai activities on the topic those best suited 
to the needs of their students. ■ 



Inflation c 

Students will: 

1. Define inflation; 



2. Discover some of the misconceptions that they hold 
about the causes and consequences of inflation. 
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Teaching Strategy 

1. Introduce the topic as follows:* 

inflation is something iliat we read and hear about all the 
time. In every year between 1973 and 1980, the Gallup 
Poll revealed that mosUAmericans regarded inflation as 
the nation's number-one problem. What is inflation? 

Write student responses on the board without com- 
ment. After writing out a definition ask: Does 
everyone agree with this definition? Does anyone 
have a definition different from any of those oh the 
board? 

NOTE: At this point in the lesson it is not essential 
that students' definitions be accurate. The objective 
is to elicit responses from as many students as pos- 
sible in order to determine how well the students 
understand the term inflation as it is defined by 
economists. . - ' 

.__'.*_>____ 

2. Say to the. class: 

. In order to determine what you know about inflation Wd 
i the factors that contribute to it, you are\oing to) take a 
quiz. The quiz is solely for your information. Ysu wilt 
corrett your own papers, and no one needs to see your 
score. • 1 



4> 



Pupil Activities * 

Individual students will attempt to define inflation^ 
doing the following: 

a. Stating a definition in their own words; 

b. Adding to definitions stated by others in the class; 

c. Pointing but inaccuracies in previously stated 
definitions. 
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Distribute Handput 1-1 oriel allow about 15 minutes 
for students to complete the quiz. i 

3, Remind students that the purpose of the quiz is to 
help theiti ascertain what they know about inflation. 

Ask for volunteers to tell how they answered the 
first question. Once the correct answer has been 
identified, Have students compare this with the def- 
initions written on tht? board at the beginning of 
the class; period. k . 

Discuss the remaining items with the class, making 
sure that studentsj&ote the correct answers on their 
quiz papers 1 

{Note questions students Found particularly trou- 
blesome arid use the information as a basis for se- 
, lecting instructional activities for subsequent class 
study of inflation.) ; : 

47 Explain that inflation is a complicated lubject and 
that several class periods will be devoted to study- 
ingit^ ■ :. 



Complete quiz onrinflation; 

• _ \ ' 

Discuss arid ask for clarification of answprs, to individ- 
ual questions; make corrections, as needed, on their 
own papers, N ; ; 

Answers: ^ 

1(c) ' , 6(c) 11(a) 

2(b) 7(d) • 12(d) 

3(b) , ' 8(c) \3{c\ 

4(c) 9(b) 14(b) 

5(c) 10(d) 15(c) 

; ( 
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Instructional Activity 2 



PRICE INDEXES— OUT OF MANY, ONE 



Recommended Use: 



Time. Required: 



Materials Required: 
Rationale: 



Concepts: 

/Instructional 
Objectives: f , 



In any subject or coarse to which price indexes and/or 
inflation are pertinent, e.g:, economics, governmenf,- 
business, mathematics: ■ ; ! 

Two or three class periods, depending on whether th^ 
optional activities are used. • * 

Classroom sets of Handout/24 and 2-2: 

Price changes are inherent in bur economic system. In 
. the past the nation has experienced 'times when the 
generaWevel of all prices has been downward; we des~ 
ighate such times a£ periods of deflation. There have 
also been times when the trend of prices was essentially 
'level; Ave designate those times as periods of stability. 
- In the 1970s and extending into the 1980s, there was a 
rise iiYthe general level of prices; we designate that time 
k as a period ofanflation: • \ \ •' 

Many individuals as well as public ar^ private groups 
require inforrrfation pn price ^trends. Consequently, the 
U.S. government compiles and publishes a considera- 
ble variety- of price data. Three major measures of price 
^change are of particular interest to the public: the Con- 
sumer Price Index (CPI), the implicit price deflator for 
the Gross National Product (GNPD), and the Producer 
Price Index (PPI). This lesson takes up all three mea- 
sures with the aim of increasing students' understand- 
ing of price changes — especially those which constitute 
. -inflation — and of how price indexes are calculated anS 
what tfiey mean. 

^NOTE: Instructional activities 2 and 3 are closely re- 
lated. If you use botq activities, have the students keep 
their copies of Handout 2-1 for Use in Activity 3, or ydU 
should set aside a correctly completed copy of the hand- 
out and use it as a transparency in the later lesson.) 

Inflation; deflation; index numbers 8 • 

Students will: i 

1 . Define inflation, deflation, price stability,,price, price 
index; 

* . i i 

2. Calculate changes in the CPI; 

3. Describe the function of the CPI; 

4. Interpret data in a CPI table; 

-5: 'Optional: Explain the differences between the CPI, 
the PPf, and the GNPD, and the function of each} 
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Teaching Strategy 



1: Begin the lesson by telling the students that they 
; will be discussing trends in prices and how in- 
dexes are used to determine such trends: Ask stu- 
dents to define price. If they are unsuccessful after 
several attempts to define the term; write tfie fol- 
lowing definition on the chalkboard: ^ 

. Price is the qpiount of money that must be given up to 
obtain (buy) one customary unit of a good or service, 
e.g. , one movie ticket, one pair of$hoes, one dozen eggs. 

2. Write the terms "inflation" and "deflation" on the 
board. Explain that inflation decribes periods dur- 
ing which the majority of prices are going up; con- 
versely, deflation describes periods during which 
most prices are falling: . ; 

3. To illustrate the current trend of prices, ask stu- 
, dents to name some of the goods and services they 

or their parefits have recently bought, fcist the items 
" "on the chalkboard. Try to get as long and varied 
a list as possible. (You might add hand-held elec-v 
tronic calculators if students do not suggest them, 
- since the prices of these devices have been falling 
ever since their introduction in the early 1970s. 
•Another product whose prices have been falling 
** is tjie personal computer, first introduced^ In the 
' mid-1970s. We want to show that hot all prices rise 
.^during inflation, but that the overall average of 
prices rises. The opposite would be true in defla- 
tion.) 

i •: * j . 

P(Hat to each item in turn on tWe list and ask stu- 
dents whether its price has riserl, Reclined, or fe- 
, -^mained the same since they or tfteir parents l^jjt" 
bought it (or during the past two years, if it is ah 
: item that is infrequently bought, such as a refrig- 
" £/ator). Put a plus ( H- ) sigrj rtext toitems students 
sav rose in price,- a mirjus ( — ) sign for a decline, 
and a zero (0) beside those items that have not* 
ch^njjpd in price. 

. v . ¥ - « 
.Ask:, ./ . .< + * t 

J- * - / 

- a. What dp we call a situation in which most prices 
are rising over a sustained perfect of time? 



What do we call a situation in which most prices 
are falling over a sustained period of time? 

What "inferences can you make about price 
trends from tfie list on the board? 



;Pjipil Activity - 

Attempted define price. 
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Name goods or services they or their parents have 
recently bought. Examples of items students might 
mention include food, clothing, medicines, bicycles, 
cars, TV sets^ records, audiocassettes, washing ma- 
chines, stereos, books, sporting goods, videotape 
flayers, video game players, personal computers, 
video tapes, video games, hand-held electronic cal- 
culators. Services might include shoe repairs, car re- 
pairs, medical or dental care, haircuts, rock concert 
and rridvie admissions. . 



Students state whether the price of each item went up, 
dpwri, of remained the same since they qr their farrii : 
lies last bought i£. -= ^ 
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Respond to questions: ; " ' ' 
Inflation 

Deflation 

infer from the relative frequency of plusses, minuses, 
and zeros that the economy is experiencing price in- ' 
flatioq, deflation, or stability. For example, if there are 
more plusses than minuses or zeros, : students will 
probaSly infer that the economy is in a state of infla-* 
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^ . - . \. 

d:. Does the list f>royictesufficient data to detect 
mine pric:e trends? ' t h ; ' 



6. Summarize the discussion, emphasizing the fol- 
* ; lowing points: : 

v i ^_ ^he, tortus inflation^le.flatiorK and sta,bility;de-. 
» ■* serine the average of general tendency of prices' 
during a particular period: 

. —During inflation, some individual prices may fall; 
furthermore, among the prices that are rising, 
• _some will be moving tip more rapidly than 
'others. * " * ■ 

— Prices of sortie items may change owing to an 
alteration' in their specific market conditions: 
changes in the amount of the product supplied 
or demanded or changes in the production pro- 
cess that reduce costs. (Examples: the pri^J of 
oranges m/ry go up relative to the chang^in the 
prices of other fruits if there is a severe freeze 
during the growing season for oranges; the price 
of hand-held electronic calculators fell consid- 
erably with the introduction of new technology 
that reduced production cost?.) 

7. Asi^sVidents to suggest other examples of relative 
rises or falls in prices due to an alteration in the 
market Conditions for a specific product or changes 
in technology or the cost of productk 
size that changes in prices undjerthe^torTdjtiqns 
act as signals to bring supply and demand into 
conformity with each other: . 



8; Write the words "Consumer Price Index" on the 
chalkboard. Ask if anyone knows what this means. 
: Most students will probably hot be able to give ah 
adequate explanation of the phrase. However, at 
this point in the lesson, do not offer an explana- 
tion. Rather/ after students have made several at- 
V- tempts to define the expression tell them that the 

next part of this lesson will be devoted to looking 
at the Consumer Price Index(CPI), after which the 
, students should be able to •explain what it is, its 
purpose/ and how it is computed. 



Hon; if none of the symbols is dominant, there is likely 
to be disagreement about the current state of prices,, 
but the actual situaHbrtoiay bh the whole t?e cfrie 6^ 
price stability. \ ,; - ^ 

Prbbablynot: v B€^^se of the manner in which the list 
was compiled? it maybe unrepresentative of whaLcon- 
sumers buy or of the relative importance of their^ur- - 
chases and thus not reflect the true trend of prices in 
the economy. The list may reflect unique local con- 
ditions rather than national trends. 



Sample answers: Coffee prices rise because of a freeze 
during the growing season; Pj^ 68 f° r grapes fall be- 
cause there is a bumper crop: on the Maine Cpast, 
motel room rates4n winter are half or a third the fates 
for the same accommodations in July; prices of con- 
sumer electronic goods such as video game players; 
home computers, and. personal stereos have come 
down partly because their components have become 
cheaper to make. r r\ 



Attempt to define Consumer Jyce Index 
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; Distribute Handout 2-1: Ask the students to read 
Part A of the hartdont: Aliow time for reading, 
then begin the discussion by asking students if 
they can jpw define "Consumer Price Index/' Dis- 
cuss With them the purposes of the GPI and how 

.tit is computed: Ask students fo define kev terms 
such as "base y'ear," "market basket/' "weight- 
ing"; clarify terms, if necessary: 



10. 



Ask the class to read and answer ?he questions 
in Part B of the handout. Allow time for reading, 
then go over the answers to the questions with 
the students. To make sure that the class under- 
stands the instructions _given^br computing the 
CP1/ you may wish to ask several students to 
illustrate on the chalkboard how they arrived at 
their ari&iyers for questions b> c, and d. 



ANSWERS TO QUESTIONS IN PART B 

a. ,What happened to the total dollar amount of 
weighted food expenditures in Period Two 
compare^ with Period One? . 

b. What was the amount of the increase? 

What was the percent increase in prices from 
Period One to Period Two? 



d. Wh 



ftaf^s the in 



dex number for Period Tvvoi^. 



e: How much would it cost in Period Two to buy 
what '$1.00 could buy in Period One? 

f. What effect would this have if your money 
income is fixed, arid, therefore, you still' have 
only the same amount to spend in Period Two 
as you hagi in Period One? 



Read Part A of Handout 2-1 . Qri the basis of the reading: 

— Define GPL a statistical measure of changes in the 
average prices of a "market basket" of goods and 
services urban households use for daily living com- 
pared to prices of the market basket in the base or 
reference year. 

—State the purposes of the CPI. 

~Explain how the GPI is computed: 

—Explain or ask for clarification of the key terms. 

Read Part B and discuss the answers to the questions. 
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The amount rose. 



$12:50 (= $59.50 - $47.00) 
26-6%. I = (12.50 / 47.00) x 100.0] 



126.6 (= 26:6 + .100:0) 
51.26 



You will not be; able to Buy everything you could 
before. * 



11. Have students complete Part C of the handout. / Read arid answer the questions i^ Part C. 



ANSWERS TO QUESTIONS IN PART C 



/ Period Three (Same month, third jpar) 




- . (D 


(2) 


: (3) 








Weighted 




Average 


Quantities 


Expenditures 




Price per Unit 

* 


Bought 


(= col. 1 x col. 2) 


Milk (quart) 
Bread (loaf) 


$665 
6.66 


20 quarts 
30 loaves 


$ 13,66 

18.00 



Hamburger (pound) 



1.50 



25 pounds 



Total food $ 68.50 
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g. What is the price index for Period three? 

•> 

h: Did the price index rise faster in Period Two 
or in Period' Three? Give figures to prove your 
contention: 

i (1) Percent rise in Period Two compared with 
Period One 

(2) Percent rise in Period Three compared with 
Period Two v 



What is the total percent rise from Period One 
to Period Three? 

(NOTE: The percerits can be calculated as well 
from the corresponding dollar amdtJpftts of total 
expenditures instead of the index numbers. 
However, published sources of price indexes 
do riot usually provide' dollar data.) 



12. Provide students with copies of the most recently 
published CPI. Among the sources containing 
current CPI data are the newspaper, the Monthly 
Labor Review (Bureau of Labor Statistics of the U.S. 
y Apartment of Commerce), and the Statistical Ab- 
stract of the United States : (Bureau of the Census of 
, the U.S. Department of Commerce, annual). If 
more recent data are not available, use the table 
that appears at the end of this lesson. 

Below are sample questions for helping students 
^ apply what they learned in steps 8-11. (NOTE: 
i The 'questions and answers relate specifically to 
the table provided with this lesson. However, they 
are easy to adapt for use with more current CPI 
tables.) 



145:7 



6 8.50 - 47.00 
47.00 



x 106:8 + 166:6 



Period Two 



26:6% 
15.1% 
45.7% 



i 126.6 - 100.0 x 100 0 ) 
100.0 / 



- 145.7 - 126:6 

126:6^ 

- 145.7 - 100.0 

100.0 



ip.oj 



x 100 

x ioo.o 



a. 



SAMPLE QUESTIONS tfND ANSWERS * , . * 

To what group or groups of people does the 
table apply? - , " 

What do*%the table show? 



c. 
d. 



e. 
f. 



What is the base year? . : 

Wha t are the categories of items for which data 
were collected? . 



Wha,t was the price index for all items in 1981? 

What was the total percent change from 1967 
to 1981? 

How much did it cost in 1981 to buy what 
$1.00 could buy in 1967? 



Urban wage earners and clerical workers. 

Annual Averages and percent changes in the total 
Consumer Price Index and its broad component cat- 
egories in the period 1967-81. 

1967 

Food tfrid beverages, housing, apparel and upkeep, 
transportation, medical care, entertainment, other 
goods and services. - 

272.3 

r 

172.3 percent. 
$2.72 
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h; What was the annual percent change for all 
items in 1981 compared with 1980? : 

i. How was this nutnber derived? 



In what year did the price index show the 
* most rapid rise in price? For all items? Explain 
your afnsv^er. ■ 

Was there ahy year for which the price index 
showed a falUn the average prices for all items? 
ExplaiH your answer. 

Which category of- items shovved the greatest 
rise in average prices'in 1981 compared with' 
1967? Which category rose the least? 

Which category of items showed the most 
r5pid rise in prices in the three-year period 
from 1979 to 1981? - 



10.2 percent; J 



= 0:102 * 




m 



2 72,3 - 237.0 = 25.3 
247.0 * 247,0 

0.102 x 100 - 10.2 , 

- . _ . _ i .. 5 

1980; prices rose by 13.5 percent; this is the highest 
percent change shown for any single year. 

■ • * * ■ • " • . 

No; if the CPJ had declined in any year, the percent 
change would be a negative number (i.e., it would be 
preceded by a minus, sign). 

Medical care; apparel and upkeep. 



Transportation. 



n. What was the percent change in prices for 
transportation during this period? Explain how 
you derived ^your answer: 

o. During what two-year period did average 
prices for food and beverages rise more rap- 
idly than average prices for any other cate- 
gory? 



281.3 - 212.8 68.5 



212.8 212.8 
, 0;322 x.100 = 32-; 2 



0:322 



1973 arid .1974; the increases for these two years were 
13.2 percent arid 13.8 percent/ respectively. ^ 



17 \ Consumer Price index for Urban Wage Earners and clerical Workers, annual averages and changes, 1967-31 

(1967 ■' > 



1967 
1968 
1969 

1970 

1971 
'97? 
1973 
1974 
1975 

'976 
1977 
1978 

i&3 

I960 
1981 



100 ft 

1098 
1 (6 3 



12' 3 
125 3 
133 i 

• 

161 2 

170 5 
18' 5 
195 3 
217 7 
24/0 

272 3 



Food Jrt 
b*vf*g** 



P*rc*frt 
Cft*nO* 


Indti 


P«rc»nt 
ch*ng* 


X 


1000 




42 « 


103 6 


36 


54 


1088 


50 


•5 9 


114 7 


54 


4 3 


H8 3 


3 ! 


33 


123 2 


4 1 


62 


' 139 5 


132 


0. o ' 




138 


9 1 


172 1 


84 


58 


1774 


-3 J 


65 


1.88 0 


#6 0 


76 


206 2 


9 7 


ti 5 


228 7 


109 


»35 


248 7 


8 7 


102 1 


2678 


7 7 



Housing 



1000 

1040 
MQ 4 

118 2* 

523 4 
128 1 
133 7 
7 48 8 
164 5 

1716" 
186 5 
202 6 
227 5 
263 2 

293 2 



40 

62 
7 ) 



H3 
106 



68 
86 

123 
157 



1000 
1054 

Hi' 5 
116 1 

119 8 
122 3 
126.8 
1362 
1423 



147 e 

1542 
1595 
1664 
1774 



P*rc*nl 
ch*ng« 



54 

56 



II 4 1 1866 



Tnroport*tk>n 



— s, — 

1000 
103 2 
107 2 
1127 



Prcont 
changt 



H86 
119 9 
123 8 
137 7 
1506 

165 5 
177 2 
185 8 
2128 
250 5 

2813 . 



52 
ITL 
3 3 
11 2 
94 

99 
7 1 
49 

145 

17 7 

123 



100.0 
106 i 
1134 
1206 

128 4 

1325 
137 7 
1505 
1686 

184 7 
202 4 
219 4 
240 1 
267 2 

. 295 1 



***** 
chang* 



6 1. 
69 
6 3 

6 5 
32 

.3 9 
93 

120 

95 
* 96 
8 4 
94 

11 3 



EnlarUrinflitnt 



1000 
1057 

in 6 

116 7 

122 9 
126 5 
1300 
139 8 
1522 

£• 

176 2 
16.7 6 
203 7 

2196 I 



Ptrcant 
changt 



Ott>*rgood» 
md»*fvic*t 



57 
50 
5 i 

5 3 
29 
28 
75 
89 

50 
.4 9 

5 1 
65 
85 



1000 
'05? 
1104 
116 8 

122 4 

127 5 
132 5 
1420 
153 9 

162 7 
172 2 
183 2 
196 3 
2136 

233 3 



P*tt*rt 
chfng* 



52 
49 
58 

48 

«? 
39 

u 

84 

5 7 
58 
64 

72 
88 



SOURCE: Monthly labor Review (U.S. Bureau Labor Statistics), QecembeM 982, p. 71 
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OPTIONAL; Introduc-{Jthis portion 8Hhe lesson 
by explaining briefly that the CPI ft only one~ of 
many price indexes the federal government com 
piles to^ssist economists and others in monitoring 
economic trends; Two other important series. are 
the Producer Price Index (PPi) and the Gross Na- 
tional Product Implicit Price Deflator ((jNPD). 
Write the names of these two indexes on the board. ' 
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Distribute Handout 2-2. Tell students to read it 
and answer the questions. - 

When students have completed the reading and 
answered the first three queSnbns^gb over the 
answers. 



a. Why are the price series presented in the form 
of indexes rather than dollar amounts? 



b. Which of the three price series is the most 
comprehensive? Why? 

C If there are substantial increases or decreases 
ih the PPL where -anight they eventually show 
up? Why? - 

14. Evaluation: Assets students' participation in class 
and their answers to the questions contained in 
the handouts. 





J 



Students read the handout and answer the first three 
questions; 



Answers should incorporate the following points: In- 
dexes make it possible_(li tq cqinbine items priced in 
different ways into a single total (for example, meat 
by the pound, eggs by the, dozen, shoes by the pair, 
refrigerators as a unit); (2)- to express the total as a 
percent of the total at some starting point or base 
period; and ^3) as a result to compare price changes 
from one period to any other. - 

-The GNPD is the most comprehensive, because it in- 
cludes not oniy aiLfjnal g^ods produced in the United 
^States, but all services as welfc x : 



They will eventually show up in the C PI because the 
prices of the goods in the PPI represent costs of pricK 
ductiori of the goods sold to consumers. \ ■ 
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Instructional Activity & 

WHAT IS INFLATION? 




Recommended Use: 



Time Required: 
Materials Required: 
Rationale; 



Concepts: 

instructional 
Objectives: 



in courses in ^economics/ problems of democracy, his- 
tory; requires that students have some understanding 
of the purposes of price indexes and how they are com- 
puted: 

One or two class periods, 
. Handout 34. 

M his lesson shows how to calculate the rate ofinflation 
from a price index and how to interpret such rates. 

Inflation; inflation rates. 

Students will: .;. 

1. Define inflation; 

2. Compute inflation rates; 

3. Interpret table showing inflation rates in industrial- 
ized countries; 

* * 

4. Compare tJS, inflation rates with those in other in- 
dustrialized countries. 



Teaching Strategy 

i; Ask students to define, inflation. 



2: Ask: How can we measure' changes jfr the general 



level of prices? 



3> Point out that the index frequently used to measure 
' changes in the general price level is the Consumer 
Prjce Index. 

4. 'OPTIONAL. If you dfd not use Instructional Ac- 
tivity 2 ("Price Indexes! — Out of Many, One"), con- 
r duct a brief review of the CPI as follows: 

a. Copy the tabie^hown - below on the chalkboard: 

" Yei&V: CPI * 

^ (1967-100) : 
1980 

| } 1981 

•b. Explain to the class thaNusing 19&7 as the base 
year (i.e,, 1967 = 100), thS total Cohsumer Price 
Index stood at 247.0 in 1980 and at 272.3 in 1981 . 




sr4 ■ ■■ 
v ' * 
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Pupil Activity 

Inflation is a persistent growth in the general level of 
prices. ■ '. ... : ■ 

Price indexes that include a representative variety of 
products are used to measure changes in the general 
UK^Tofprices. 
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c: Ask students to: 



/' 



(4) Compute the annual inflation rate between 
1980 arid 1981; 1 . • 

a> - - - 

(2\ Compute the average annual rate of infla- 
tion from 1967 to 1981. * > • 

IsTOTE: If students are unable to do Jhe^com- 
pUtatlons, review with them the mathematical 
formula given in Handout 2-l rr |art B> 

5: Distribute Handout 3-1: Tell the class that the data 
on the handout will help them compare the infla- 
tion rates jn the United S.tates with those in other 
industrialized countries. Go over the directions with 
the students, them have them woffc^dividuflly or 
in pairs to answer the questions^ * 

6. Have tfie class discuss the answers to the questions 
on Handout 3-1. 



a- 



In which year or years^fes the \j:S: inflation 
rate relatively low compared to- the rate! in the 
other countries included in the table? In^vyrnch 
year^ was it relatively high? Did any country 
have consistently low or consistently high rates? 



b. In the 1 97,06,. hovv did the U.S. rate compare to 
the rates in Switzerland arid Germany? 

c. „ WJiat was the trend of rates' in most of the coun- 
* trie> from 1960 to 1980? 

d. In the mid-1970s, the rate of inflation accelerated * 
in the industrialized countries. What specific 1 * 

,^event of the time might help explain ihe 



272.3 - 247.0 



x 100:6 = IQ:2 percent 



247.0 

172.3% 14 = 12.3 percent 



V^peedup?^ 



Study the table and then write their answers to the 
questions on Handout 3-1. i 



Low:- I96l~?0; 1971-77 (or students may answer: 
J961-77). 

High: 1979, 1980. 

Switzerland had low raltesjrom 1961-77 to 1980. Italy's 
. rate was Highirprn 1971-77 to 1981. 

[£ate£ in ajl three countries were about the same until 
near ttyq/ehd of the decade, when ^.S. rates became 

higher^ " 

v : « - ■ 

Upward. ; 

OPEC the Organization of Petroleum Exporting 
Countries, greatly increased its prices. Petroleum is a 
major itenn in the production of goods arid services in 
industrialized countries. 
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A quicker way: ^ 
<aj. 272.3/ 247.0 - 1.102 



1.0) x 100 = 10.2 percent. 



Students should obtain the result in (b) by mentally . subtracting 
1.0 algebraically from the result in (a) and multiplying by. lOO.i). , 
The algebraic equivalence between this calculation and the one' > 
given in the text is very : j?asjf td i show. * ' 
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Instructional Activity 4 



THE ??WHATZIT?? GAME 



Rationale: 



Recommended Use: Senior high school courses ih economics or problems of 

democracy or any other course in which the causes of 
inflation^re discussed. ' * 

Time Required: Xwo class periqsl^: 

Materials Required: Handouts 4-1, 4-2, *3, 4-4, 4-5 (see Teachers Instruc 

tions on pages 47-48 for directions concerning prepa- 
ration of Handouts 4-2 and 4-3). 

lii order to limit or stop inflation; an understand- 
ing of its causes is necessary. Students first play the 
??WHATZIT?? game to help them understand that ah 
increase in the supply of money does nofereate cbnv 
i mensurately more goods and services. Tm reading in 
Handout 4-4 shows the detrimental effect on an 'econ- 
omy of runawayjnflation. Finally, the reading in Hand- 
out 4-5 and follow-Up questions provide a handy 
summary of the main points of view regarding the causes 
of inflation. p 

Cost push, demand pull, supply shock, real growth, - 
rate of inflation, printing money;, recession^ deficits, 
money supply, hyperinflation. f\ 

Students wilj: , ' . 

1. Explain what happens when the rndney supply grows 
, . *much faster* than the economy's<output of goods and 
v services; . • ' . 1 ' 

i i 2: Explain hew federal government borrowing can in- 
' ^ crease t^he money supply; ^ 

; 3. Define hypeririflation and describe what its effects 
can be; • 

* • l • . 

J- Give examples of these other types of inflation: de- 
\ njiand : pull, cost-push, supply shock. 



Concepts: 
Instructional 

OBjECTfVES: 



= ~ — V— • ■ ' 

TeachM'g Strategy 

K: J ■ _' . : . V. 

t Conduct the ??WHATZIT?? game. (5>ee Teacher's 
:' instructions an pages 47=38. Note materials yoU 
must.prepare ahead of time.) 

2. After the last -round of the game, 4iave the class 
discuss the following questions: 

a. What -changes occurred in the prices paid for 
\ WHATZITs in each round? ' 



Activity 
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Average prices increased with each successive round; 
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Why did prices increase? What changes oc- 
curred during the game that contributed to the 
rise in prices? * ' = 



........ _] ''V 

c: What is the term common^^^ to describe a 
rise jn the general price levelpfcgoods and ser- 
vices? Does this term apf*ly td-iyhat happened 
in the game? A 

d. . In j/hat way did th^ vaKSjj^gf the prfe-dollar cou- 

pons change from RbuftdJ to Round 3? 

e. What might have happened to prices if the num- 
ber of WRATZITs had been Increased at the same 
rate as dollars? 

f. What might have happened to prices if the num- 
ber of one-dollar coupons given to buyers had 
been cut by half at the .beginning of Round 2 
compared to Round \fjf _ * 

g. What might have happened to prices if the num- 
ber of one-dollar coupons giverr^u buyers had 
been quadrupled at the beginning of each round 
(i.e., increased from 30 to 120 in Round 2 and 
from 120 to 480 in Round 3)? 



The rate of 'increase in the moijey supply (one-ctotitar 
coupons) was considerably higher thaif the rate of in- 
crease in WHATZITs. From Round 1 to Round 3 the 
number of $1 coupons given buyers increased by 300 
percent while the number of WHATZITs giv^n sellers 
increased by only 100 percertt. If a fourth rbijrid was 
played, by the end of the game the money supply had 
increased by 400 percent as opposed to a 100 percent 
• increase in WHATZITs. _ & 



Inflation; yes: 



Their value decreased* 



The average prices would probably hive remained the 
same for each round. V « 



Prices would probably have fallen. 



The increase in average prices for each round would 
probably have been significantly higher. 



3. Distribute Handout 4-4. Allow time for reading; then 
ask: 

a. What was the inflation rate in Israel in 1980? . 

b. What'Woyld be the practical effects of such a 
high rate of inflation? 



A 



c. Was Israel considered to be experiencing hy- 
perinflation irr 1980? 

d. How would you define hyperinflation? j 

e. What happened to the German economy wj*£n * 
the German Central Bank began printing ^aper 
money to pay the government's bills? 

f . Why might people living in Germany during^the 
period of hyperinflation resort to barter? 

g. What happened to peoples' savings? 



Read handout. 



131.5 percent. . . - 

Prices more than doubled [between 1979 and 1980; A 
person would have to spend more than twice as much 
money in 1980 to get the same quantity of goods and 
services as in 1979. Families with fixed incomes would 

_ . ; f ^ 

suffer a fall in their level of living; they would pave to 
friake do with fewer goods and services in 1980 than 
in 1979. 



Jt is inflation that is running but of control. 

Too much money began chasing too few goods — de- 
mand went.up but the supply of goods and services 
: remained unchanged. People had to spend more.and 
more money to pay for even the simplest goods. 

Money had become worthless. Only goods and ser- 
vices kept their value: 

The savings were wiped but. 
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4; Distribute Handout 4-5. Allow time for students to 
•read the material and answer the qUestrdns: /Shen 
review the answers with the class as a whole! (A 
* completed copy of Sle question formiri the handout r - 

^appears at the end of this instructional acy vity> 

. ' •* — * 

. r?'_ r ' * • - 

5. DPTIQNAt: Discussion questions on Handout 4-5. 1 ^ 

a. Why might the federal government be unable -> 

to deal with deficits tyy cutting spending? " < 

b. Is government borrowing through the Fed nec- : ^ - 
essarily inflationary? 



a.^ Name three possible causes of inflation. (Cost push, 
demand pull, supply sKock, excessively rapid growth in 
money supply compared with growth m real output.) 

b; What will monetarists predict about the general 
level of prices if real output is growing at 2 percent 
per year and the money supply is growing at 10 
- percent per year? (Prices would grow at 8 percent per 
year:) 

c. ; What agency or organization formulates the official 
definition of the money supply arid collects data 
about it? (The Federal Reserve.) x 

* d. From time to time, there have been revisions in the 
official definition of the money supply. What is the 
reason for such revisions? (Changes are constantly 
taking place in the uses of money, in the reguldpbns 
^affecting it, and in the practices of banks and other fi- 
nancial institutions.) 



Answers to Questions in Handout $-5 

f: How ddes the federal government deal with defi- 
cits? (By reducing spending; by raising taxes s*o as to * 
increase income; by borrowing money.) 



What is a "government d^ficft"? (Thegovernpfent has 
a deficit whenever its receipts during some fixed-period 
of time are less than the amount it spends in the^ame 

) : 




g. * What is the principal source of the- federal govern- 

ment's iricdme? (Tax^receipls.) * 

h. Why might the federal government nee3jo borrow 
money even when its annual expenditures are not 
greater than its annual income? (Overjshorl periods 
of time, receipts maybe less than expenditures.) 

i: What effect cangcrverniinent borrowing have on the 
j money supply andjbn '^rice inflation? (Government 
borrowing can cause the money supply to rise. If the 
money supply rises, prices may go up, that is, inflation 

, may result:) 

j. An important cause of the inflation of the 1970s 
was (the oil supply .shock). 

k/ The inflation of the 1960s was a result of both (de- 
marid pull) and (cost push). Optional: Explain your 
answer. - a '. 
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♦Teacher's Instructions 

* 

IfWHAtZIT?? 
An Inflation. Game 



Prior to the ctey you pl6n to conduct the lesson, 
prepare the following: 

a. One copy of Handout 4-1 per student.- 



For half of the numbewf students in the class. 
4 sheets each of WHATZIT coupons (Handout 
4-2). ' " ' 



For the other half, 5 sheets each of $1 coupons 
(Handout 4-3). (E.g., for a class of 30 students 
you will need 75 sheets of $1 coupons and 60 
sheets of WHATZIT coupons.) 



Before class begins copy the following table on the 
chalkboard: (The columns for the various rounds 
of play should be wide enough so that tally marks 
(////) can be made for counting the nurnberof trans- 
actions. Round 4 is optional; leave room to add it 
if needed.) . - 



Price per 
WHATZIT 



Round 1 Round 2 Round 3 Round 4 
$15.00 ' 
14.00 
13.00 
12.00 

11.00 / 
10.00 I-'";;. 

9.00 / 

8.00 

7.00 

6:00 

5,66 

4.00 

3.00 ■) " 

*2.00 * 
1.00 



"( 



..' Introduce the lesson byt£flThg the class that today 
they will be playing the' WHATZIT Game. In. the 
course of the game they will buy and sell WHATZ-. 
jjs. They should' make a mental note of any con- 
ditions that changed during the gaw and try to 
determine the effect those changes had on the 
behavior of buyers £nd sellers. 

Select two students- to serve as "market assis- 
tants." Explain that their responsibilities during the 
game will be to (a) record on the board the trans- 
actions between buyers. and sellers and (b) help 
distribute and collect coupons at the beginning 
and end of each round, respectively. 



5. Give a copy of Handout 4-1 to each member of the 
class. Then designate half of the class as sellers 
and half as buyers. Allow time for students to read 
the handout. 

6. Go over;the instructions with the students. Explain 
that the garpe will be played in rounds. Sellers 
should try tq^sell their WHATZITs for the highest 
price they ca'n get: Buyers should try to purchase 
WHATZITs for the lowest possible price; The win- 
ners of each round will be the buyer who has, the 
highest number of WHATZIT coupons and the, seller 
who has the highest number of $1 coupons. (NOT^ 
To generate more enthusiastic play you may wish 
to provide token prizes — a piece of fruit, a candy 
bar, or some privilege such as exemption from 
homework — for winnejrs.of each round.) 

7; Conduct Round 1. Distribute 30 $1 coupons to the 
buyers and 16 WHATZIT coupons to the sellers: 
Allow about five minutes for market transactions. 
If students are slow/in getting into the spirit of the 
g^me, however^yrju may extend the round for sev- 
eral minutea^onger. 

8, Wheruirne is up/declare that Round "Us over. 



ave students return to their seats and record 
their individual score sheets the number of 
WHATZIT and $1 coupons they have. 



Adapted from "Money and inflation: A Lesson Plan,- by Lawrence Abrams, Con-ec-tions (Joint Council on Economic Education), October 1980. 



b. Declare winners (the seller with the highest 
number of $1 coupons and the buyfr with the 
highest number of WHATZIT coupons). 



c. Collect all dollar and WHATZIT coupons. 
Round '2: 



a. Distribute 60 $1 coupons to buyers and 15 
WHATZIT coupons to sellers. i 

o .b. Allow five minutes for marketplace transac- 
tions. ' ■ 

c Stop game play: then repeat the procedures in 
step 8 above. 



10 Round 3: 



a: Distribute 120 $1 coupons to buyers and 20 
_ WHATZIT coupons to sellers: 

b. Allow five mirilites for marketplace* transact $ 
tions. 



e. Stop game play; then repeat the procedures in 
sted^Tab6ve.» 



"1 1 . Round 4 (Optional): Conduct this round if prices 
have not increased significantly by the end of Round 
3. Distribute 150 $1 coupo^fto buyers and 20 
WHATZIT coupons (the same as in Round 3) to 
sellers: << - 



12. After the last round, continue with Teaching Strat- 
egy 2. 



P 
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Instructional Activity 5 ? . 

THE ECONOMIC EFFECTS OF INFLATION 



. _ ; • '• ; . • X • 

Recommended Use: pernor high school economics or problems of democracy 

courses or any other subject in which the Effects of irv. 
: , flatibrif are studied; • : -> 

Time Required: One. or two k dass periods, 

Materials Required: Visual 5-1 and Handout 5-1. ; 

Rationale: In this lesson students increasetheir understanding- of 

the effects of inflation, particularly on differenjt groups 
hi society. * . ■ \ . 

Concepts: - Anticipated inflation, unanticipated inflation, inflation 

, / premium, risk premium. 

Instructional Students will: ^ ' 

Objectives. ^ State which groups gain and which groups lose from 

inflation; * ( ; ■ 

2. Describe the effects of anticipated inflation; 

3. Describe the effects of unanticipated inflation; 
4; Define inflation premium; 

5. Define risk premium; 

6.. Interpret and draw a cartoon dealing with the effects, 
of inflation. * 

t 



Teaching Strategy 

1 . Introduce the lesson by telling the students that the 
class period will be devoted to an examination of 
the effects of inflation. Ask: Do you think inflation 
reduces the, well being of society? Ask students to 
explain their answers. Allow about five minutes for 
discussion. " - . .> 



2. 



Project Visual 51. Form class into small groups to 
prepare "written answers to each question. After 10 
minutes, reconvene class, arid go over each ques- 
tion; allow tirrje-fpr discuss^i arid clarification. 

What if inflation settled and remained at 10 per- 
cent a year and everyone came to regard that* 
» rate as a normal part of life? 



a. 



Pupil Activity 

Most students will answer yes. More detailed answer: 
Inflation makes goods^and services more expensive 
and, unless income rises sufficiently for everyone; 
lowers the level of living for at least some of the pop- 
ulation. * 

Groups should try to reach a consensus on ealh ques- 
tion. * 

Inflation would be predictable and members of soci- 
ety, knowing L what to expect, would ^adjust all their 
financial arrangements in order to adapt to a steady 
10 percent increase in prices. 
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b. What Could bill players and employees do if they 
knew that the inflation, rate would be a steady 
10 percent? 



»c. What if borrowers and lenders knew that a dolr 
la r paid back a year hence would have 10 percent 
less purchasing power? 

ds When inflation is steady and predictable at 10 
percent and the basic interest rate is 3 percent, 
'what should the totai interest rate;be? (NOTE; 
Explain that the 10 percent added to cover in- 
flation's inrqads on the value of money is called 
the inflation premium:) 

e. What if the inflation rate were totally uripre : 
dictable? 

NOTE: Point out that the additional amount 
of interest charged in periods of unpredictable 
inflation is caHed the "risk premium." (For a more 
detailed explanation of the inflation premium 
and the risk premium, setr the Overview.) 



To further clarify and extend student understand- 
; ing oi the effects of inflation, ask questions such as 
the following: „ 

a. What happens to the buying po>ver or value of 
money duYing inflation? 

-fi. What effect does inflation Have on borrowers?* ^ 

«... ■ 



c. On lenders? '■ * 

*d. On people with fixed incomes; such as those 
living on pensiqns that do-hot increase along 
with inflation?* , * - . . - fc 



e. On government tax receipts? (NOTE: "Indexa- 
• tion" is scheduled to begin in 1985 for federal 
incom^ta^ payments. Tax indexation adjustis 
tax rates so that taxpayers do riot move into 
higher tax brackets unless their incomes in- 
crease faster than the rate of inflation.) 

The Inflation Pig 

a: Distribute Handout 5-1 and tell students to 
choose a partner and complete the exercise: 

b. After about ten minutes cajl on several pairs of 
students to show their cartoons and read their 
explanations. Allow time for discussion. 



Wage cAptracts cdul^ contain guarantees that wages 
would increase at least 10 percent per year in order to 
keep up with the inflation 'rate. „ 

Both parties would understand that interest rates 
vybuld have to be set; at a minimum of 10 percent in 
order to compensate for the decline ip the value of the 
dollar caused by inflation. 

The total should be 13 percent. - 
* * 



With no one knowing exactly what to expect, people 
would bfe uri certain how to set contracts for future 
payments of wages arid interest rates as well as For 
prices of goods and services. Moreover, if the inflation 
rate isAiripfedic table, leridirig'will be riskier. Lenders 
may require an interest rat^ higher than the sum of 
the basic rate arid the inflation premium because of 
the unknown risk. ' 



; It faHs. Mariey buys fewer goods arid services than it 
used to. * * 

They gain, they cgm pay off the stated amount of their 
debts more easily: The money they return is less valu- 
able in terms of buying power^than wHen they bor- 
rowed it. 

They lose. The money paid back to them buys less 
than when they Jenrtt out.- 

They have a harder time making ends rheet because 
•the fixed-amount of their pensions buys less so long 
inflation continues. 

They increase because as the .incomes of people with 
jobs or other forms oFnbnperision income rise, they 
move into higher tax brackets: 



Students work in pairs. They read and carry out the 
instructions. 



Evaluation: Have each student draw a cartoon to 
illustrate one or more of the effects of inflation, and 
then write/ an a separate sheet of paper, a sentence 
or two describing the intended message. After car- 
toons have beefi completed, ;ask students to ex- 
change cartoons with a classmate, and write a brief 
description of what they think is the message of the 
classmate's cartoon. Begin class discussion by ask- 
ing questions such as: Did you arid your classmate 
interpret each other's cartoons correctly? If hot, what 
was the intended message? How was the cartoon 
interpreted? How might the cartoon be changed \jb 
convey the intended message more clearly?, 



Draw a cartoon .and write a brief description of the 
message the cartoon is intended to convey; interpret 
a cartoon drawn by a classmate; participate in class 
discussion of students' cartoons and, where appro- 
priate, suggest improvements' in the cartoons: 



Y 
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Instructional Activity 6 

t SOME CURES FOR INFLATION 



Recommended Use: 



Courses in economics, economic history, problems of 
democracy. 



Time Required: 
Materials Required: 
Rationale: 



Concepts: 

Instructional 
Objectives: 



One or two class periods. 

Handouts 6-1 and 6-2. * 

Th&e is even less agreement about how to end inflation 
than about its Causes. Tax indexation and cutting the 
federal budget are but two of ft long list of proposals; 
" examination of the aforementioned two is intended to 
illustrate some of the difficulties of ending inflation. 



Indexation, bracket creep, government deficit, reaiin- 
come, trade-off. < 

Students will: 



1 . State the effects of inflation on people in various eco- 
nomic situations; 

2. List some of the negative and positive effects of in- 
flation on individuals and on the market system as 
a whole; 

3. Define indexation and state its advantages and dis : 
advantages as a solution to the problem of inflation; 

4. Analyze the trade-offs in cutting federal spending 
on specific programs in order to reduce the budget 
deficit. 




Teaching Strategy - 1 

1: Cog^the list at the right on the chalkboard: Tell 
stiJBents to select a role. and write a brief description 
of tlie effect of continuing inflation on such a per- 
son's level of living or business operation. Students 
may assume,other roles than those listed. After 10 
minutes have some students read their descriptions 
aloud. Conduct brief class discussion of the accu- 
racy of each description. (Tell students to save their 
written descriptions for use later in the lesson.) 



2. Conduct a short summary discussion of good a'n9 
v bad effects of inflation on people of various Income 



ERLC 



Pupil Activity ^ 

Students choose a role and write a description of it: 

* Worker in a unionized factory that produces men's 
or wortien's leisure clothes $ 

* HonSfeowner with low-interest mortgage 
4 • Recently retired schoolteacher 

• Manufacturer planning to buy new machinery 

0 Newly married couple seeking to buy a condomin* 
ium apartment 

• Consumer installment loan officer in a bank 



• Worker in a nonunion factory that produces com- 
puters 
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levels and occupations and on the economy as a; 
whole. Ask: Who benefits from irij^RTon? Whom 
may inflation harm? 



3. Distribute Handout 6-J_ 



4. After the students complete the exercise (about 15 
minutes) again have some students (not the same 
ones as V in Step 1) read their answers. Follow each 
reading with brief class discussion and clarification. 

5: Ask: What is the basic premise of indexation? 



6. Ha^e the class briefly discuss the following ques- 
^-fttM^s about the federal deficit: 

a. When does the gpvernment have a deficit? 



b. How might a government deficit contribute to 
inflation? 



c. How can the federal government reduce deficit 
financing? 

(NOTE: If students are unable to answer the ques- 
ns satisfactorily, go on to the next step and in- 
corporate the questions in the class discussion of 
the exercise in the handout.) 



Students read and carry out the instructions on the 
handout. 



Inflation is too difficult or too costly to cure and there- 
fore the best the government can do is try*to soften 
the hardships. 



When government spending exceeds government rev- 
enues. 



If the government chooses to deal with a deficit by 
borrowing, the effect may be to increase the money 
supply and thus to cause the demand for goods and 
services to exceed their supply- 
By spending less; by raising taxes. 




7. Distribute Handout 6-2. Allow about ten minutes 
for students to complete the exercise. Then ask 
someone who ranked proposal A (cut food stamp 
program) first and someope who ranked it last to 
explain their joints of view- Repeat this procedure 
for the other proposals. 



{ Handout 1-1 

QUIZ C^t^FLATION 

Directions: Circle the letter of the phrase that best completes the sentence or answers the question. 

1 . Inflation can be best described as 

a. A rise in the level of employment that causes increased spending: , ^ 

b. A decrease in the money supply accompanied by an increase in savings. : 
c A general rise in the level of prices. 

d. A growth in government taxation to reduce deficit spending. 

2. The best single measure of the total economic output in the United States is the 

a. • Consumer price index. 

b. Gross national prodyct. . ^ ^ . ■" 
/ — _ * - _- _ ■ 

c. Tota[ amount of take-home pay. 

d. Index of industrial production. 

3. When comparing gross natipnaL product over several years, it is usually necessary to adjust for r 

a. Changes in technology. 1 } 

b. Changes in the price level. ' 

c. Improvements in product quality. • > 

d. New products that enhance bur living standards. 

4. The Federal Reserve Board generally tries to increase the money supply when it wants to 
a. Hold down the government debt: | 

b? Increase the government debt. 

c. Fight unemployment. 

d. Fight inflation. ^ 

5. If your annual money income rises 50 percent while prices of the things you buy rise by 100 percent, then your 

a. Real income is unaffected. * 

b. Money income haSfaiien. 

c. Real income has fallen, 
d: Real income has risen: 



6. Gross National Product is a measure of 

a. The price level of goods and services sold. 

b. That part of production which is used by the government. 

. c. The market value of a nation's output of final goods and services, 
d. the quantity of goods and services produced by private business. 



From Analyzing inflation and tts ControtjA Resourqa Guide, EPS Series. 1954: Published by the Joint Coancil on Economic Education, Two 
Park Avenue. New York, New York 1001 6. 



QUiZ ON INFLATION 



Questions 7, 8, and 9 are based on the following graphs: 



Unemployment 
Rate (^o) 



PARKLAND GRAPHS 

Consumer 
Price Index " 
(Year I = 100) 



Real Gross 
National Product 
(billions of dollars) 



10 
9 

- 8 
7 
6 

\5 

1 




(J 1 



2 3 4 
Year 





7. Daring which period did Parkland have both rising- unemployment and a high rate pfirjflation? 
a. Year§1-2. 

b: Years 2-3. m 

c. Years 3-4. 

d. Years 4-5. s 

8. During which period did Parkland have an increase in output and a relatively low inflation rate? «; 

a. Years 1-2.' 

b. Years 2-3. 

c:j Years 3-4. z- ; 

d. Years 4-5. * . 

9. What w.as the economic situation and what would be the most appropriate monetary and fiscal poM^ies during 
years 1-2? ; 

. a. Unemployment was falling; a budget deficit and/or an easy money policy was neejtedl 

b. the economy was in a recession; a budget deficit and/or an easy money policy was heeded. 

c. Inflation continued and accelerated^ budget surplus anchor a tight money policy was needed: 

d. Unemployment was rising while inflation accelerated; a budget surplus and/or an easy money policy was 

needed. _ 

~ 0 
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From Analyzing inflation and Its Control: A Resource GuYde/EPS Series. 1984. Published by the Joint Council on Economic Education, Two ' 
Par* Avenue, New York, New Yoric 1001 6. > 5 / 
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QUIZ ON INFLATION 



I0. j In general, if there is fuii employment and the federal government increases its spewing wit^^T|fej^asing its 
. tax revenues, , " \. ^ : V*; r r 

a: An incre^e-ih unemployment will occur: J r. , * 



b. A serious depression will occur 
The national debt will decrease. 

d. Inflation will occur 1 

5' ■ . 



1 1 . Increasing the federal budget surplus is more desirable in a period of 

a. Inf ration. - 9 ..; .. t - - t V 

• -------- * j u * 4 (i . " ' * 

b. Depression. ..... / ' 

' c. Falling prjces\_ . ■ • / ' V' *Y 

d. Mass uSemplpySient. »• ■-■ ' \ : ■ 



12. Unexpected inflation © most likely to benefit 
a. Persons living on fixed pensions, 
b: tife insurance policyholders: 
c. Savings bank depositors- 
sople who owe money. 



13. Whipri of the following groups is typically hurt the most by unexpected inflation? 



a. Farmers. 

b. Debtors. 

c. .Lenders. 

d. Manufacturers. . 



\ 



14. ff we wanted to find out whether an increase in wages over a period of time represented an actual increase in 
living standards, we should look at'what happened to ^ 

a: Gross national product, 

b. Consumer prices. 

c. The stock market. 

_______ 

d. Government spending. 

15, Which of\e of the following is rhost likely to increase unemployment? 

A decrease in taxes. ^ ' ' 

b. An increase in consumer spending. 

c. A decrease in business spending. 

d. An Increase in government spending. 



from Anafain&riflatjon arid lis Corii^i: A Resource Guide, EPS Series. ^1 984. Published by the Joint Council on Economic Education, Two 
Park AvenTjerwW York, New Yort I0CH6. 
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Handout 



THE CONSUMER PRICE INDEX 




PART A ^ 

The U.S. Bureau oU^tor Statistics (BLS),;a division 
of the U.S. O^partrrient of_£fcfoqr, issues the Consumer 
Price Index jCPjj every month, the CPl is the most 
widely used measure of trends in the prices of individual 

999^ s _^^_ se ^'^® s ^ 0 Jl s ?r r L® rs &uy as well as in the 
combined jotal of all these prices (total bdnsurher prices): 
News reports about trends arid 'percent changes in the 
inflation rate tend to cite the CPI numbers". 

Consumer prices are presented in tfie form of an in- 
dex because that- allows us to measure the percent 
change in consumer prices from, some starting point — 
a point usually called the base. The base for tfeg Cbri- 
siimer Price Index consists of average prices ahi fixed 
basket of goods and services for a year or a group of 
years. The base for any irirjfe is always set at 100.0, 
and the index shows the changes from that base, If 
priced go up after the base year, the Consumer Price 
Index will then be more than 1 00.0. For example, if prices 
rise 1 0_ percent, triejhdex will be 110.0. If prices had 
fallen 5 percent instead, the index would have been 
95,0. ; v 

Presenting. c^^Tfexjiti^r prices in index form is useful 
for a seconcf7eason. Consumers buy many different 
items that are priced in many different ways^ For ex- 
ample, meat is priced by the pound, light bulbs b£ their 
power^ refrigerators by—amon^^ther things — their size. 
By setting these ^nous kinds of pricey at'J00:0 in the 
base year andcomputing the percent changes from trip 
base, it becomes p3§slble to compare price changes 
among them. ^ 




instruction of the GPI 



Ir^d^f to construct the CP I, the BLS regularly col- 
lects unit prices for abouf 400 different goods and ser- 
vices^ These items fall into eight main ca^gories that 
together make up the "market basket" for the index: 



Food and beverages' 
Housing 

Apparel and upkeep 
Transportation 



Medical care 
Entertainment 
Personal care 
Other 



The BLS obtains Its information about the kinds and 
quantities of goods and services toilnclude inthe market 



basket through periodic surveys of actual spending by/ 
urban consumers. At this writing^ in early 1 983, the index 
was based' on ia/£5r^ey _coriducted Ijri 1972-73, wfiich 
covered aboufeW.OOO families: Prices for most godds 
in the market basket are collected at about 24,000 dif- 
ferent retail oaifets ©very month; the outlets are typical 
of those urban dbrisumers would shop in. Information 
is obtained elsewhere on the costs of housing and a 
few other items/} v " ' 

In order to compete the total CPI or indexes for any 
subgroups, the BtSWust, "weight- the price of eve^ 
item in the rhaf^et bfifiket. Tfje weights are measures 
of the importance of the items in the market basket of 
the average urban (city) consumer in the base year. The 
same survey that provides the BLS with its information 
on the composition of the market basket also yields data 
on the importance of each item in the total basket. 
Weighting is an important procedurejn inftex number 
construction. In the next part, you will have an oppor- 
tunity to use Weighting to calculate q simplp price index: . 



PART B 



_ In the following exercise, you will calculate a simplified*: 
Consumer Price index and be able to see how weighting ' 
is done, the exercise simplifies the CP I calculation ]n . 
two ways: (1) Jt covers only a single part of the entire 
CPI, the foocTcategory^ (2J The food category in the 
exercise contains only three items while the actual food 
category in the G^M covers 75 foods plus the costs of 
eating out- j i 

The exercise shows 1 the construction of the index for 
the same month in three Successive years. The cak 
cplations for the first two periods have beeri done for 
you arid are explained. After you read the explanation, 
examine the calculations for the first two periods arid 
answer the questions. Then, calculate the index for the 
third period. 

Look over the examples for the first "two months that 
appear in the table^ndiead the explanation that follows. 
Column 1 shows tl^ofices a family paid for milk, bread,; 
arid hairiburge^f ^pdpchased in each of two months. 
Column 2 tells how much the family purchase^ of each 
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Handout 2-1 (continued) 



• * 



Name. 



Class . 



item during the month, Tfte figures in column 3 are the 
result of multiplying column 1 by^blumn_2. For milk, the 
family pa|jd 50 cents per quart in Period One and bought 
20 quarts: Therefore, it spent $10.00 on rhilk during the 
month. Similar calculations yield the totals for bread and 
hamburger. 



The $47.0Q shdwn in the last column fb& Ppnbd One 
is the sum of the family's expenditures on the three fobdsr 
during the month. Since that is the base month for the 
index we are constructing, expenditures for that month— 
.Period Orie^are set at 100.6. Now look at Period Two 
and answer the following questions: 



Item 



(1J 

> ~-^verage 
Price per Unit 



Quantities 
Bought 



Weighted 
Expenditures 

4= col 1 _x_cbL_ 2) 



Milk (quarlj . J . 
Bread (loaff '(> ' 
Hamburger (pounefy 



Milk (quart) 
Bread (loaf) 
Hamburger (pound) 



Period Otie^Base month, first year) 
$0. 

;1.00. 



20 quarts; 
30 loaves 
25 pounds 



eriod Twk> (same month, second year) 





$0.60 - 
0.50 * 
1.30 



20 quarts 
30 loaves 
25 pounds 



$10.00 
•12.00' 
■; ■ 25,00 
Total food = $47 80 

^$12W0 
15.00 
32.50 

Total food = $5Sfc50 



a. What happened to the total dollar amount of weighted food expenditures m Period Two comparedwith Period One? 

b. What was the ambun^f the iricr^ise? . . . . 



The answer to question (b) gives Us the absolute amount of change. However, wq want to find the amount of that 
change in terms of an index number, i.e., the relative amount of the change. To do that, we divide the dollar amount 
* of the differenceiin total weighted expenditures between Periods One and Two by the Perfod One tbtal ($47.00). 
To express that ratio as a percentage, we' multiply it by 100.0: ( 



$ tbtal jn. Period Two minus $ tbtal in Period One (base period) 
$ t ga l in Period One (base period) 



% increase in Period Two 



Now read and answer the following questions: 

c. What was the percent increase in prices from Period One to Period Two? 

d. to arrive at the index for Period Two, add the above answer to the index base value of 100.0. The risuft is the 
index for Period Two: 



ERLC 



There aire more questions! Co on to the next page. 
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t 

Class . 




A* 




e: How much would it cosfin Period Two to buy what $1 .00 could Suy in Period One? 

f. What if your money income is fixed, and, therefore, you still have only the same amount ip spend in Period 
Two as you had in Period One? ■ : 




PART C 



Now it is your tu, 
the questions that 
X Three. 



-jL 




do a similar calculation for a later period: First complete column 3. Then read ahd answer 
th& table, using the total of the items in column^ to compute the price index for Period 



Period Three (Same month, third year) 



Ite 



Average 
Price per Unit 



? (2) 

r Quantities 
<^ Benight 




(3) 

Weighted 
Expenditures 

= CoL""4 x coL 2): 



Milk (quart) 
Bread (loaf) 
Hamburger (pound) 



1.50 



20 quags 
30 {paves 
25 pounds 



Total food : $ 




g. What is the price index for Period Three? i f, _ 

h. Did the price index rise faster in Period T^o or in Period Three? ; 
Give the figures to prove your contention: ■ 

(1) Percent rise in Period Two compared with Period One r 



(2) Percent rise in Period Three compared with Period Two 



i. What is the total percent rise from Period One to Period Three? . 
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Handout 2-2 



THE PRODUCER PRICE INDEX AND THE GNP DEFLATOR 



r 



_ Handout 2-1 took up the Consumer Price Index (CPl). 
The CPl measures changes in a fixed market basket of 
goods and services bought by urban consumers. An- 
other important monitor of price changes is the Producer 
Price index (PPI), formerly called the Wholesale Price 
Index. The PPI measures average changes in the prices 
of commodities or finished goods as they ^pass through 
various stages of production and distribution before they 

reach final users. L 

To prepare the PPI, The Bureau ofJ_abor Statistics 
collects monthly data on about 2800 Items including raw 
cojTirn^dities such asjrori ore and livestock; interme- 
diate goods L(steejjngojs; flour, cloths, dtc— a long list); 
and finished goods sucfo aa Machinery, clothing, news- 
papers, — anotrar lonfrlfct. So far as possible, the prices 
are collected directhjf froim the sellers. The weigh't for 
each product is based orvits relative importance in tft^ 
total volume of commodily sales in '1 972. 

.Purchasing agents, business loan officers, manufac- 
turers, farmers, arid others who buy and sell goods all 
^along the production chain watch the PPI closely for 
signals of price changes or trends in their own industries. 
Eventually, change! in producer prices will be reflected * 
in the behaviorof consumer prices — in the CPl. The 
reason is that the prices of products injte PPI are costp 
of production of the goods sold to consumers, and 
changes in costs, particularly increas.es, are likely to be 

passed on. ' 

The BLS compiles and publishes -an alj-commodities 
index m well as numerous breakdowns, e:g M for in- 



dustrial commodities only, fqrjBm products alone arid 
with processed foods and feeds, L b^urability (durables 
are items that last^rnqrejhan a year, such as hanjj tools 
and household appliances), by jndustry, ancttfy stage 
0 ^_PL°q?ssing^trie^tage-o^processjng index for fin- 
ished [goods js the part of the PPI that gets the most 
public attention: - # 

A third measure of price changes is the Gross Na- 
tional Product Implicit Price Deflator (GNPD). It is issued 
by the Bureau of Economic Analysis (BEA) of the U.S. 
Department of Commerce as part of the BEA s quarterly 
computations of the Gross National Product (GNP). Vrie % 
GNP measures the nation's total production of final goods 
and services. The GNP Implicit Price Deflator te a"prod* 
uct tif the JBEA's attempt tore rilqye the effects of price 
• oSanges from its measured GNP. The BEK does so 
in-order to calculate the amount of "rear production, a 
measure that is unaffected by changes in prices: Unlike 
the other price indexes discussed, the GNPD is not a 
fixedwSght jndex; its composition changes Jrom one 
. period to another depending on how the composition of 

production and buying changes. __ j ^ 

The GNPD is the most comprehensive price index 
^available .because it appliesjq the nation's total pro- 
duction: the PP[ is limited jo goads only— although it 
covers them at all stages of production; The CPl in- 
cludes goods and services, but its coverage is* limited 
to what urban consumers buy; it does not cover what 
businesses or rural consumers buy. 



Ptease go on to the next page of^iis handout 
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Handout 2-2 (continued) 



* 



Name: 



Class . 



PUTTING IT ALL TOGETHER 



• The Consumer Price Index measures trends in prices for a market basket of goods and services purchased by 
residents of urban areas. * 1 • J _ 4 

• T? 1 ®_P*^ 0<5l * r i* r ' c ® measures average changes >\n the prices of commodities or finished goods as they 
pass through various steps of production befdre they re;ach final users. 

• The GNP Deflator measur^trlechanges in prices of th§ whole economy's finished goods arid services. 



Now fenswdMbejollaWing questions. Reread the first few paragraphs of Handout 2-1 if you are uncertain about how 
to araswer question (a). * 

Why are the price series presented in the form of indexes instead of dollar 1 amnnnts? — ~ 



>. Which of the three price indexes is the most comprehensive? . 



Why?. 



c. if there are substantial increases or decreases in the PPi, "whe#e might they eventually sho^up? 



Why?. 



) - 
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Handout 3-1 



Name: 



Class . 



Bir^|ms?StQ_^ with the highest ratejaj, and 

the one(s) with the lowest rate(s); then answer the following questions. 

Inflation Rates in Several Industrialized Countries, 1961-81 

(percent change in consumer price indexes) 



Average 



Country' 



1961-70 197*1-77 



Yearly 



1978 



J979 



1980 



1981 



United States 




2,8% 


6.6% 


7.7% 


' 1 1 .3% 


13.5% 


1 0.2% 


Japan 






10.7 


3.8 : 


3.6 


8.0 


4.9 


Germany 




2.7 


5.6 


2.7 


4.1 


5.5 


" 5.9 


France 




4,0 - 


9.0 


9.1 


10.8 


13.6 


13.4 


U.K. 




4,1 


13.9 


8.3 


13.4 


18.0 


11.9 


Italy 




' 3.9 


T3.1 , 


12.1* 


14'.8 


; 21.2 


19.3 * 


Canada v 




2:7 


7.5 


9.0 . 


' ' 9.1 


,; .10.1 


*. 12.4 • , 


Switzerland 




3:5 


- 5:8 « 


" ,1:1 


' 37 

- . > - 


4.0. 


e:5 ' 



SOURCE: Organization for Economic Co-operation and Development (OECD). '- ^ ' ' + 

In which year or years was the U.S. inflation rate relatively low compared to the rates in the other countries 
included in the table? In which, y^ars was it relatively high? Did any country have consistently low or consistently 

high-rfltPg? ; . - ■ _ r , _;_ - 



b. In the 1970s, how did the U.S. rate compare to the rates in Switzerland' and Germany? . 



c. What was the trend of rates in most countries from 1960 to 1980?: 



,d. In the mid-1970s, the rate of inflation accelerated in the industrialized countries. What specific even? of the time 



might help explain the speedup? 3 



f ■ 
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Handout 4-1 



THE ??WHATZIT?? GAME 
Instructions for Buyers and Sellers 



Name . 



Class 



. f. 



GENERAL INFORMATION 

_ _. " . . t • 

??WHATZIT?? is a game played in round's. A WHATZIT 
is a highly desirable Economic good. Yo ur o bjective in 
each pound is to buy or sell as mpny WHATZJTs as you 
can At the beginning of eadfi r«rid, buyers Will receive 
$1 coupons.; sellers will receive coupons representing 
one WHATZIT each.. 



y. 



X 



MARKET IptAltSACTION^ 



To btfipor ^^WH^T^lTs, jndividuaj buyers and sellers 
mee Jn the marlcetpface and bargain until t^ey reajbtiv 
an agree^dpoit ppic© for a WHATZIT. If you are a buyer, 
your objective will foe to purchase WHATZITs for the 
lowest possible pripe: The lower the price/ the more 
WHATCITs your dplijars wilLbuy. If you are a seller, you 
will try to get the t^fes^ric^ ybu can for every WHATZIT 
you have for sal^r T^efi^ce, WHATZITs you are able 
id sell at a high prii^theroprp dollars you will have at 
the end df the round. . 

- WHATZITs can^fe bought ^nd sold, oply in.fnultijDles 
af one dollar (e.<^ ; $2, $3, etc/}/ 



RECORDING TRANSACTIONS 



When a buyer and a seller have agreed upon a price 
for a WHATZIT, they should: 

^ja^xcjrangethe appropriate numberof WHATZITs and 
$1 coupons; 

b. Go to one of the market assistants arid report the 
numberof WHATZITs involved in the transaction and 
the purchase- price of each. For example, a trans- 
action involving the gjphange of 2 WHATZITs'for $6 
would be reported as 2 WHATZITs at $3 each. 

c. After the market assistant has recorded the trans- 
■ action, you should return to the marketplace and con j 

tinue to bargain with other buyers or sellers. ; 

d. Tallying your score: On the score sheet below, in- 
dicate whether you are a buyer or a seller by circling 

^*e appropriate word. At the end of each round, re- 
cord the number of WHATZjTs and$1 coupons you 
have; then wait for instructions from your teacher: 




•I 




i jCircle Oiler - 




Persbri3r^ 



ar - „ Seller^^*^ . _ \t " ■ + . r ^ 




IT?? Game 




' FrJ^M ^984. Published byJhe^dint Council on Economic Education, two 

Park AEnrnjft NaW^Vfirfe. New Y^ki 0^4 .1. ^' VV/?'^ m ' !V 



est .. 



P»rXAVerUie. NmfcYorle* New YorR 10G«};f' S--*"^ ■.U?*VV',*-»;¥-. * 



ERIC 



• . • • ::<:•: 

A Handout 4-2 K 

5 WHATZIT COUPONS 

/ . . ; .. •'_ / ■ ,. ' * ■ - - 

' (Tear coupons along dotted line as needed for market transactions) ^ 




N 



One 




4* 




One WHATZIT 




r 



. .^Handout 4-4 . 

A READING ON HYPERINFLATION 



. \ > . 

The prefix hyper means "excessive/ 1 Hyperactive is 
thus defined as excessively active. To a physician it 
means so active as to constitute an illness. Inihe 
same way, hyperinflation means an excessively high 
rate of inflation r EiH^ibw much inflation is simply "high" 
and ftow much is excessively high? 

Some modern economies such as Israel's and Tur- 
keys have high* rate^ of inflation. In 1980, Israel's 
inflation rate was 131:5 percent and Turkey's was. 
117.7 percent. The average consumer in those two 
countries had to spend more than twice as much 
money in 1980 to buy the same quantities of goods 
and services as in 1979. Nevertheless, economists do 
hot regard that condition as hyperinflation. 

' The German Hyperinflation after World 
War I 

' Hyperinflation is inflation that is totally out of control. • 
The classic example is Germany from 1920 to 1923; 
There are many theories about what caused the hy- 
perinflation. One concerns reparations. Germany lost 
World War I and was made to pay for the costs of the; 
war, that is, to pay reparations to the winning countries: 
France, Great Britain, etc. The head of the German Cen- 
tral Bank contended that the payments were beyond ' 
Germany's ability .to pay. The bank proceeded to print 
ever greajer quantities of paper money in order to pay 
forthe goods and services the government used, to 
make required government payments for pensions due 
old persons, etc;, and, toward the end of the period, to 
provide money to workers engaged in a general strike ; 
to protest the reparations policy. 5 

It is often said that "inflation is too much money chas- 
ing too few goods." in Germany, the quantity of money 
chasing goods reached overwhelming proportions. Be- 



tween duly 1920 and June 19^3,/jhe average rate of 
inflation equaled 933 percent per year! The worst was 
yet to come. In November 1923, tfte^aortual rate of in- 
flation soared to more than 200,000 percent. Workers 
wanted to be paid twice a day So that they could quickly 
exchange money for goods before it lost most of its 
value. A postage stamp cost 90 billion marks. A news- 
paper cost 200 billion marks. The Central Bank was 
increasing the money supply by 1300 percent perrfionth. 
Thirty paper mills worked overtime just to provide the 
bar^fipth paper for printing money. Oldbanknotes were 
rec^W so thatleros could be Idded to increase the 

; number of marks represented. Eventually it took a trillion. 

-marks (1,000,000,000,000) to equal a single dollar: 

Hyperinflation in Personal terms 

One economist has offered a very good explanation 
of what such an exchange rate means in practical terms: 

Suppose you had jived in Germany in the years before 
and after World I and had a million, marks in i^your savings ' 
account, Had you tried to change that moneyYinto dollars 
before the inflation, say in 1913, you would have re- 
ceived 237,936 U.S. dollar^apad you done so at the 
peak of the postwar inflation ft» that bleak November of 
1 923, you would have discovered to your sorrow that 
your 1 million marks would not command even a single 
U.S. cent! 

Undoubtedly, the hyperinflation wreckec^he German 
monetary system and reduced the German people to 
bartering for goods and services'in order to survive from 
day to day. Many historians and economists also believe 
that this hyperinflation ruined the middle. class in Ger- 
many and led to the rise of Hitler — and, eventually, to 
World War II. . 



f 
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Economists differ about the most important causes of 
inflation. Brief statements about the most impqrtant ex- 
planations follow. 



1 ^INFLATION AND EXCESSIVELY RAPID 
OWTH IN THE SUPPLY OF MONEY 

ost economists agree jhai ^ there is a connection be-* 
een the growth^ of an economy's money supply and 
rate of inflation the erconomy exper^nces^ut those 
who are called monetarists believe that the Connection 
'between money growth and inflation is an especially 
fclose and strbrigrone; 1 





MONEY—WHAT IS IT? 



. Money in the United States is measured in dol- 
jars'Bat dollars in what form? Bills and coins? 
Certainly, Checking acttfunt balances? Yes. Any- 
* 'thing else? Many things, as it turns oiii, and the 
' definition(s) df the money supply used by econ- 
omists and the FedQfal Reserve — which officially 
defines money and collects monetary 'data— hasv 
been changing. Why? Because as financial pcac : 
tfces, regulations! and definitions alter, so do the 
number ancktax/s of things that can be classified 
as money rrne main difference between the var- 
ious classifications is that the more kinds of "money" 
included, the further away we get from what could 
popularly be calted "ready cash."-*/- ^ 



Accord|ng to _nrK)netarists L if ^the L_nl<^ey supply (or^ 
stock) is growing at the same rate as the productje 
goods and services (real output), inflatfoQ^wln^fresult. 
However, inflation will result if the money ^pply grows 
more rapidly than output. For example, if*the govern- 
mentjmore precisely in the United States, the Federal 
Reserve) permits the money supply to grow at 13 per- 
cent per year yvhen the growth of real output is 3 percent, 
monetarists would predict that an inflation of 1 0 percent 
per year would result. They reason that if the money 
supply grows at 13 percent annually then, on average, 
inq^me will also grow at 13 percent. Bi^Hej^wilKt)e 



additional income on. Since the difference between the 
growth in income and the grqwth in production is 10 
percent, the extra income will drive the average of all 
prices up by 10 percent, thus establishing a 10 percent 
rate of irftlatibri. J( 



i. GOVERNMENT BUDGET DEFICITS 
• AND INFLATION 



Many placed the blame for inflation during the 1970s 
and early 1980s on deficit.spending by government* It* 
is certainly true tha( federal government deficits were . 
large during this period. ;-. * 

>What is a government cjetjpit? Like each of us, the 
government must pay for the gocKj^and services it buys. 
; By far the* mosrimportant $£urc$x>f government income 
is tax revenue. In 1980, the federal government spent 
$602 billion; it _had receipts of $541 billion, of which 
approximately 90 percent came from taxes. The gov- 
ernment has a deficit whenever its receipts during some 
fixed period of time are less Jthan what it spends Jn the 
sanYe period. The amount of the deficit is simply the 
difference between government ^pending and recfeipts. %. 
Hence, V 1980 the federal government's deficit* clime- 
to $61 billion. : 

The federal government can [deal with a deficit in qn^ 
or more oftjie following ways: (a)Jt can reduce its spen*?- * 
ing; (b) it can raise its revenues by increasing |he taxes 
it levies; (c) it can borrow money from others by selling 
them Its debt securities (bonds, notes, or bills) 

When the federal government chooses to borrow 
money, it authorizes the U.S. Treasury to issue appro- 
priate debt securities. These are l(3Us— - promises that 
the government will repast the principal ta the lenders 
Jrid will pay interest to therrhat stated times in the future 
for the use of the funds. The Treasury tries to sell as 
many of the new debt securities as possible to banks, 
private citizens, $nd state and lodal governments, etc. 
However, in order to sell readily all it heeds when it has 
a deficit to meet, the Treasury most always must sell 
some of its securities to the Federal Reserve {the. Fed). 

The Fed's purchases are special in character. When 



r 



in^i 



3 percent more goods and sei^vipes fo spend tn&A 



Even when the federal government te running a surplus for the whole 
Pf.?.fi|y? n ..y®^f.» JA "Tl^y. run sHoji of money at various times during m 
the year and may borrow for shprl periods. However, _th*s reading 
Is concerned with deficits that persist for a year or more; 
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.Handout 4-5 (continued) 



the Fed bliys government debt securities it writes check? 

; on itself payable to tne bbfid seller, and these checks. 

4 eventually are deposited at commercial banks. When 
the banks present these checks to the Fed for redempV 
tion, the banks gain additional funds, called reSeryes,* 
The effect is to increase tbe amounts banks can lerid 
to corporations, individuals, and other borrowers. As 
additional loans are made, moreyTjpney goes into cirr 
culatiqn, and the U.S. money supply rises as surely as 
if the government had aftfraliy printed new currency to 
finance its deficit. 

The process ja$t described may take place at a time 
wherrthe ecpnmy [s in^a slack period, i.e., when it can 
produce many more goods and sendees than it has been 
doing: In such a period, the financing of Jhe deficit with 

: the help of the Fed is o6f likely to bring abotit inflation. 
If the economy is already producing as much as it can^ i 
then financing the deficit with the help of thi Fed is likety 
to bring bnr inflation. . ■- : ' 



^.3,;OgMANCX PULL, COST 
.^SUPPLY SHOCK 



Jljjivery episodg of inflation a 
i. both depfl^nd arid .supply fore 



nd is affected by 
j demand-pull ih- 






fiation of the late 1960s was caused by the* demand 
pressure that resulted from President Lyndon B. Johrv- 
son's decision to increase government spending without 
offsetting it by a tax increase to cool private spending; 

Cost push also dame into play. Workers and.entre- 
preneurs quickly realized that the rising prides resulting 
from the Johnson policy mix were cutting the spending 
power of their paychecks and profits. Therefore, at con- 
tract time wdrkers begafi to bargain for wage increases • 
that would compensate tftem both for the spending power . 
'already lost and for the additional inflation they^xpected - 
during the life of their contracts. For a similar reason, 
entrepreneurs who had market power increased their 
prices in order to raise their profits, These responses 
added lip to a cost push because both wages and profits 
gave additional momentum to the rise of prices. 

On the other hand, supply shocks — price* increases 
arising because of shortages of supply— were clffigfc 
n important cause of inflation during the 1970s" we 
,6i! shock^was the most dramatic. Between 1973 and 
974, cutbacks in supply helped the Organization of- 
Petroleum Exporting Countries (OPEC) rais^the prfce 
of crude_oii fourfold: from about $2.50 to about $10.00 
per barrel; By the end of 1980, the prjcfiTof crude had 
reached $31 : 00: These price increases quickly contrib- 
uted to increase^ fn i jhe prices of gasoHne and 6f other 
goods and services fn thfc United States. 



go on to the next page «f this handout and answer the questions thit appear there. 



... ; m 



Handout 4-5 (continued) 



Name . ; , ■>r ^:Z:. J , : = — Class 



- .... -.36 

1 •* ...-"« 

4 \ ' -■■ 

Questions: . 

a. Name three possible dauses of inflation , : : f l_ C / ; 



b. What will monetarists predict about the general level of prices if real output is growing ^L2 percent peryear and 
the money supply is grdwing^at 10 percent per year? 

• - »M« . iU- '— 



c. What agency or organization formulates the official definition of the money supply and collects data about it? 

r- — — V - 

d. From time to time, there have been revisions in the official definition^ the money supply What is \j/B reason 
for such revisions? : ^ 



e. What is 3 "government deficit"? . 



f. How does the federal government deal with deficits? . 



g. What is the principal source of the federal government's income? — . = , . 

h. Why might the federal government need to borrow money even when its annual expenditure^ are not greater 



than its annual income? 



L 



3- 



, ^ L What effect caagqvernment borrowing have on the money supply ar^d on price inflation? . 



* a ,„ 

-5- 



- 9 ■ « 

j. * An important cause of the inflation of the 1970s was — . ~ - .-. 



k. The inflation of the 1960s was a result of both and 

Optional.: Explain your answer. . 
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\ Visual 5-1 



THE WHAT IF GAME 



s 



5 



a. What if inflation settledtend remained at 1.0 percent a year and everyone came to regard that 



" rate as a normal part of life? -~ 



/ • 

b. What could employers and employees do4f ihey knew that the inflation rate would be a steady 
10 percent? 

: - ■ : • • ^ . . ... tl 

cf What if borrowers and, lenders knew that a dollar paid back a year-from now would have 10 
percent less purchasing power? 



d. When inflation is steady and predictable at.1 0 percent and the basic interest' rate is 3 percent, 
what should the total interest rate be? 



e: What if the inflation rate were totally unpredictable? 




4 
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* * Handout 5-1 



THE INFLATION PIG 



Name — , ■ ^ : -> - Class 

An editorial cartoon is a powerful way to express an opinion about a current issue. The Inflation Pig is feeding on 
tt cqm, n which needs a label. After labeling the "corn," use your knowledge about inflation to write an imaginative 
caption.- Write a sentence or two describing what the message of the cartoon \i and the probable point of view of 
the artist, : ' ' 




Handout 6-1 

JNDE^TiON 



Instructions: 

a. Read the handout. 



b. On the sheet on which you have written a descriptions of the effect of inflation on the individual whose role yofi * 
are playing, explain briefly how indexation would work for you. Would you fgvdr indexation? Why or why not? ' 



Recently, some economists have testified in favgpof 
"indexation": tying all wages and economic, contratfs 16 
the cost of living. The proponents of indexation either 
claim that the cures for inflation are worse than its effects 
or Jhat it can t be cured. They also state that indexation 
can relieve the inequities v arid uncertainty caused by . 
inflation. The opponents say indexation would make in- 
flation harder. id cure and could even increase it. " 



THE CASt: FOR INDEXATION 



If people knew in advance What the rate of inflation 
would be, then they could take it into account in making 
their economic arrangements and thus keep the pur- 
chasing powejf of their receipts and payments relatively' 
stable. Indexation tries to achieve the same result by 
tying all contractual payments and tax rate, brackets to 
changes in the cost of jiving. Thus, if the cost of living 
rqse^say^ 5 percent^ everything else^wages. interest 
payment^ tax paynients, etc^— would rise 5 percent, 
too; The accounts erf busjnesses would also be restated 
each year in indexed terms, thus giving a 'Iryer" picture 
of the profit position of the businesses and how much 
they own as well as how much they t)we. 

With inflation, people's money Incomes ris ^ pushi ng 
taxpayers into ever higher income iSi brackets^H- 
though real income remains the same or even falls, ™is 
process is commonly called "bracket creep." Bracket 
creep helps government because tax re^feiftigb up, 
but it leaves tijwpayers with ah ever risir^nax liability 
per extra dollartof income even though that ektra inconrffe 
is djje to inflatioy, hot to a rise in "real" income. Sine© 
income gains thai reflect inflation are taxed at increasing 
rates, taxpayers lose ground after taxes informs of real 
income. 

All government and private debts — bonds, bills, notes, 



installment credit, mortgages — would be issued on a 
constant-purchasing-power basis. Thus, when a bond 
matures. for example, the holder would receive an 
amount that would have the same purchasing power as 
didihe faee amount in the year the bond was issued. ' 
J0f codrse, indexat[on[s presumably reversible: If the 
cost of jiving fe[l L every payment that was being indexed 
would be reduced: 




THE CASE AGAINST INDEXATION 

One objection is that indexation would destroy the 
motivation for fighting inflation. A second objection is 
that since'no perfect cbst : of -living inde>: exists, the relief 
provided by indexation would be variable— leading to 
disgruntlement, disappointment, and jockeying for po- 
sition. A corollary objection (s that even if there were a 
perfect index, there is ncr practical way of indexing 
everything. 

A third, objection is that indexation would raise the 
government deficit. The current-dollar amounts of the 
deficit wouW grow because indexation of tax rate brack- 
ets would reduce receipts at the ver^ time when the 
expenses of gov^men^qul^^e rising. 
. Yet another objectiorue*^^ 

tect the value of savingg^if < #_P en sions calculated on 
the basis of. past savings; indexation of pension pay- 
ments wodfa necessitate borrowing to make up the dif- 
ferences between amounts previously accumulated to . 
fund the payouts and the eroding purchasing power of 
money. .' 

: Finally, say the opponents of indexation, wages arid 
other costs wouldroarerjall, even in the face of reduced 
derpand. Employers^^Sherefbre be. likely to re- 
spond, to declines Tn salet^iy cutting the work force 
because they would be unable td cut any costs. 
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Handout 6-2 

WHERE WILL YOU jZlJT THE BUDGET? 



Name . 



Class 



Introduction: 



The federal government: bg^^deficit whenever its 
spending exceeds its /eyeqnHShe way for the gov- 
ernment to deal with deficits isrorWace them iby raising 
: tstxes or by catting spending back ; closej' tc i_the ^leyej pj 
existing revenues: if, instead, the government chooses 
to deal with deficits by borrowing* the deficits can con- 
tribute to inflation: The reason is that government's bor- 
rowing acts to Increase the money supply and thus to 
cause the demand for goods and services to exceed 
the supply. 

Inflation in itself adds to deficits^he government must 
pay more each year for the goods, services L and credit 
it seeks. Furthermore, rising deficits encourage expej>_ 
tations of continuing and perhaps of an increase in in- 
flation: 

directions: ■ 

Assume you are a member. pf Congress andLmust cut 
domestic spending programs to reduce the budget def- 
' icit. What in thebudget would you cut? ' 

A. Food Stamps for loW-income people. ( - . 

B. Programs to protefct JbS environment, 

C. Assistance for mass tr^hsit in urban areas. 

D. Grants to^tate and local governments for crime pre- 
^H^ention and control: ~ 

E. Programs providing jobs for the poor., 



0 



F. Research and development for new sources of en- 

Subsidies to jshore_up the low pricesof agricultural 
products that are Causing some farmers to go out 
of business: 

H. Grarijs to states for highway construction and repair. 

I. Programs to provide medical care for the poor. 
^Construction of a new missile defense system. 

__ 

Rank the above items according to your priorities. 
Which program would you put first? Which program 
would you cut last? (Designate*the programs by, letter.) 



Cut first 



Cut last 



Rank 

: 1 
2 
3 
4 
5 
6 

* 7. 

a 

10 



Program 



When you cut a program, what is the trade-off? Who 
is hurt? Who is helped? Write your answers. 




1 




■ V 




SOURCE; This exercise is adapted from "Focus on Discussion" by S: Stowell Symmes, Director of School Services Division, dolnt Council on 
Economic Education, New York. 

conomic^dacatio^'wK) 
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